FUEL MARKETS: UNSTABLE AT ANY PRICE?

HEARING

BEFORE THE
SUBCOMMITTEE ON ENERGY POLICY, NATURAL
RESOURCES AND REGULATORY AFFAIRS

OF THE

COMMITTEE ON
GOVERNMENT REFORM

HOUSE OF REPRESENTATIVES

ONE HUNDRED SEVENTH CONGRESS

SECOND SESSION

APRIL 23, 2002

Serial No. 107-131

Printed for the use of the Committee on Government Reform

&R

Available via the World Wide Web: http:/www.gpo.gov/congress/house
http://www.house.gov/reform

U.S. GOVERNMENT PRINTING OFFICE
82-633 PDF WASHINGTON : 2002

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON GOVERNMENT REFORM
DAN BURTON, Indiana, Chairman

BENJAMIN A. GILMAN, New York HENRY A. WAXMAN, California
CONSTANCE A. MORELLA, Maryland TOM LANTOS, California
CHRISTOPHER SHAYS, Connecticut MAJOR R. OWENS, New York
ILEANA ROS-LEHTINEN, Florida EDOLPHUS TOWNS, New York
JOHN M. McHUGH, New York PAUL E. KANJORSKI, Pennsylvania
STEPHEN HORN, California PATSY T. MINK, Hawaii

JOHN L. MICA, Florida CAROLYN B. MALONEY, New York
THOMAS M. DAVIS, Virginia ELEANOR HOLMES NORTON, Washington,
MARK E. SOUDER, Indiana DC

STEVEN C. LATOURETTE, Ohio ELIJAH E. CUMMINGS, Maryland
BOB BARR, Georgia DENNIS J. KUCINICH, Ohio

DAN MILLER, Florida ROD R. BLAGOJEVICH, Illinois
DOUG OSE, California DANNY K. DAVIS, Illinois

RON LEWIS, Kentucky JOHN F. TIERNEY, Massachusetts
JO ANN DAVIS, Virginia JIM TURNER, Texas

TODD RUSSELL PLATTS, Pennsylvania THOMAS H. ALLEN, Maine

DAVE WELDON, Florida JANICE D. SCHAKOWSKY, Illinois
CHRIS CANNON, Utah WM. LACY CLAY, Missouri

ADAM H. PUTNAM, Florida DIANE E. WATSON, California

C.L. “BUTCH” OTTER, Idaho STEPHEN F. LYNCH, Massachusetts
EDWARD L. SCHROCK, Virginia

JOHN J. DUNCAN, JR., Tennessee BERNARD SANDERS, Vermont
_ (Independent)

KEVIN BINGER, Staff Director
DANIEL R. MoLL, Deputy Staff Director
JAMES C. WILSON, Chief Counsel
ROBERT A. BRIGGS, Chief Clerk
PHIL SCHILIRO, Minority Staff Director

SUBCOMMITTEE ON ENERGY PoOLICY, NATURAL RESOURCES AND REGULATORY

AFFAIRS
DOUG OSE, California, Chairman
C.L. “BUTCH” OTTER, Idaho JOHN F. TIERNEY, Massachusetts
CHRISTOPHER SHAYS, Connecticut TOM LANTOS, California
JOHN M. McHUGH, New York EDOLPHUS TOWNS, New York
STEVEN C. LATOURETTE, OHIO PATSY T. MINK, Hawaii
CHRIS CANNON, Utah DENNIS J. KUCINICH, Ohio
JOHN J. DUNCAN, JR., Tennessee ROD R. BLAGOJEVICH, Illinois
Ex OFrICIO
DAN BURTON, Indiana HENRY A. WAXMAN, California

DAN SKOPEC, Staff Director
JONATHAN TOLMAN, Professional Staff Member
ALLISON FREEMAN, Clerk
EL1IZABETH MUNDINGER, Minority Counsel

1)



CONTENTS

Hearing held on April 23, 2002 .......c.ccociiiiiieiiieiieieeiteeee ettt s
Statement of:

Hutzler, Mary, Acting Administrator, Energy Information Administra-
tion; Vicky Bailey, Assistant Secretary for Policy and International
Affairs, Department of Energy; and William Kovacic, General Counsel,
Federal Trade COMMISSION .....cccceeriieeriiiriiiiiiieiiente ettt

Montgomery, David, vice president, Charles River Associates; Nicholas
Economides, director, Hart Downstream Energy Services; Gordon
Rausser, professor of economics, University of California at Berkeley;
and A. Blakeman Early, environmental consultant, American Lung
ASSOCIATION .niiiiiiiitieiteet ettt ettt ettt st

Letters, statements, etc., submitted for the record by:

Bailey, Vicky, Assistant Secretary for Policy and International Affairs,
Department of Energy:

Information concerning safe harbors ..........ccccceeeeiiiieeiieeeccieeccieeeeeae
Prepared statement of ......................

Early, A. Blakeman, environmental consultant, American Lung Associa-
tion, prepared statement of ..........cccccceeeiiiiiieiiie i

Economides, Nicholas, director, Hart Downstream Energy Services, pre-
pared statement Of ..........ccoooviiiiiiiiiiiiie e

Hutzler, Mary, Acting Administrator, Energy Information Administra-
tion, prepared statement of ..........cccooiieriiiiiiiiniienee e

Kovacic, William, General Counsel, Federal Trade Commission:

Letter dated May 6, 2002 .........ccceeeeeieeeriieeecieeeetee e e eeveeeesvaeeeevee e
List of players ................... .
Prepared statement of

Montgomery, David, vice president, Charles River Associates, prepared
SEALEMENT Of ...eiiiiiiiiieiiee e

Ose, Hon. Doug, a Representative in Congress from the State of Califor-
nia, prepared statement of ...........cccccoviieiiiiiieiiiii e

Rausser, Gordon, professor of economics, University of California at
Berkeley, prepared statement of .........cccceeveiiiiiniiiiiiiiiee e,

Waxman, Hon. Henry A., a Representative in Congress from the State
of California, letter dated April 23, 2002 .........cccceeviiieiiieriienienieeeeeieenee.

(I1D)

Page
1

171

89
39

236






FUEL MARKETS: UNSTABLE AT ANY PRICE?

TUESDAY, APRIL 23, 2002

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY PoLICY, NATURAL
RESOURCES AND REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2154, Rayburn House Office Building, Hon. Doug Ose (chairman of
the subcommittee) presiding.

Present: Representatives Ose, Shays, Tierney, Kucinich, and
Waxman (ex officio).

Staff present: Dan Skopec, staff director; Barbara Kahlow, dep-
uty staff director; Jonathan Tolman, professional staff member;
Yier Shi, press secretary; Allison Freeman, clerk; Elizabeth
Mundinger and Alexandra Teitz, minority counsels; and Jean Gosa,
minority assistant clerk.

Mr. Osk. Good afternoon. I welcome you to today’s meeting of the
Energy Policy, Natural Resources and Regulatory Affairs Sub-
committee of the Government Reform Committee.

We have two panels today of witnesses. The way we’re going to
proceed is that I'm going to make an opening statement, any other
Members who are here by the time I finish are going to be allowed
to enter an opening statement, and, to the extent they arrive after
I'm finished and they have opening statements, we will enter them
irﬁto the record. Each of the committee members is allowed to do
that.

Each of the witnesses has submitted written testimony to the
committee. We've reviewed that testimony on both panels of all
witnesses.

Each of the witnesses is going to be provided 5 minutes to sum-
marize their testimony, and then we will go to questions. If there
are no other Members here, we will just have question after ques-
tion after question from me. If there are other Members, we will
rotate back and forth, Democrat, Republican, Democrat, Repub-
lican, etc.

Today, we find ourselves in a unique set of circumstances. Across
the way in the other body, we find the Senate considering the en-
ergy bill, and I'm glad to see that the other body is coordinating
its schedule with ours.

Over the last several weeks, gasoline prices have risen more than
25 cents per gallon; and that makes this an extremely timely issue.
Recent years have seen dramatic price increases in gasoline during
each spring as demand increases and refiners switch from winter
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to summer formulations to meet environmental regulations. The
double combination has typically led to general increases in prices
nationwide as well as regional price spikes.

Last June, this subcommittee held a similar hearing to today’s
as gasoline prices soared and consumers in some areas of the coun-
try were paying more than $2 a gallon for regular unleaded gaso-
line. Although prices have yet to get that high this year, our gaso-
line markets still face all the challenges that they did a year ago.

To paraphrase a former President from my home State of Califor-
nia, “Ladies and gentlemen, here we go again.”

Recent unrest in the Middle East and labor protests in Ven-
ezuela have increased uncertainty over the supply of crude oil. The
cost of crude directly affects the cost of refined gasoline products.
Imports account for 60 percent of our crude oil that we process.
While the United States imports oil from a variety of countries, the
bulk of the oil imports come from a small number of oil-exporting
countries. Interestingly, both Venezuela and Iraq are among the
top five oil exporters to the United States.

However, it isn’t just the crude oil markets that are affecting the
price of gasoline. Our own domestic refining industry is struggling
to meet consumer demands as well as comply with an array of com-
plex Federal and State regulatory requirements. An example of
such complexity was reported in the Wall Street Journal on April
4th of this year, when the main terminal for Phillips Petroleum in
Phoenix literally ran out of the gas. It got so bad that several fill-
ing stations in the Phoenix area also ran out of gas.

One of the problems plaguing the refining industry in recent
years has been the balkanization of the gasoline market. Twenty
years ago, the Nation was essentially a single market for gasoline.
Today, the Nation has been cut up, balkanized, if you will, into doz-
ens of tiny boutique markets with their own specialized blends of
gasoline, all done pursuant to Federal statute. As the Phoenix situ-
ation shows, when there’s a supply problem, prices can go up—
imagine that—or worse, areas can literally run out of gas.

If these problems weren’t enough, future gasoline markets may
become even less stable as refiners deal with the effects of phasing
out the fuel additive MTBE and replacing it with ethanol. Under
the Clean Air Act, refiners selling gasoline in areas with severe air
pollution are required by legislative mandate to add oxygenated
fuel additives to the gasoline. Currently, two additives, MTBE and
ethanol, constitute nearly all of the oxygenates added to fuel.

You’d think that those of us in Congress since 1990 would want
to solve the problem that was created in the 1990 Clean Air Act.
However, across the building in the other body today, the Senate
is considering Senator Daschle’s energy bill, S. 517, which would
only make the problem worse. Senator Daschle’s bill would ban the
use of MTBE outright and replace it with a new national mandate
requiring the use of 5 billion gallons of ethanol.

Unfortunately, MTBE does have serious environmental side ef-
fects, most notably the pollution of groundwater. We need to re-
solve these environmental challenges with science, not mandates.
If you actually examine the record and the facts, you’ll find most
of the MTBE pollution stems from leaky storage tanks and leaky
transmission lines.
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The Federal Government should set the environmental goals that
we want out of our automobiles, what is it that comes out of the
tailpipe, to achieve the clean air, or the clean water, or clean soil
that we desire and then allow science the flexibility to achieve
these clean air goals or clean water goals as science finds accept-
able, rather than by a legislative mandate. It’s the only way to get
to the most cost-effective, scientifically sound solution.

The Federal Government should literally not be in the business
of micromanaging what goes into our gas tanks. Senator Daschle’s
bill, unfortunately, will ensure that we face higher gasoline prices
and less stable markets in the future.

According to the independent Energy Information Administration
[EIA], the provisions of the Senate energy bill banning MTBE and
requiring a renewable fuel standard will increase the average cost
of reformulated gasoline by between 9 and 10.5 cents per gallon.
So everybody here, get ready. When you fill up, you're going to be
paying between 9 and 10.5 cents per gallon more due to Senator
Daschle’s ethanol requirement than you are today.

EIA estimates that the provisions will result in higher annual
costs to consumers nationwide of $6.37 billion a year. That’s the
low number, by the way, because there are other industry experts
who predict the cost will be higher, approaching $8.4 billion a year.
If either prediction is accurate—well, let’s say if either prediction
is halfway accurate—it’s an expensive proposition. As the late Sen-
ator Everett Dirksen put it, “A billion here, a billion there, and
pretty soon you’re talking real money.”

In short, unstable crude oil supply, tight refining capacity, a diz-
zying array of Federal and State clean air requirements, and,
frankly, counter-productive currently-being-considered Senate legis-
lation all lead us to question whether or not our gasoline market
is stable at any price.

I want to welcome our witnesses today. I look forward to your
testimony. I have, in fact, read it; that probably comes as a sur-
prise, but I have read it.

I want to welcome, on our first panel, the Acting Administrator
for the Energy Information Administration, Ms. Mary Hutzler; and
the Assistant Secretary for Policy and International Affairs at the
Department of Energy, Ms. Vicky Bailey; and the General Counsel
for the Federal Trade Commission, Mr. William Kovacic.

Ladies, gentlemen, thank you for coming. We’re going to recog-
nize Mr. Shays for the purpose of an opening statement.

[The prepared statement of Hon. Doug Ose follows:]
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Chairman Doug Ose
Opening Statement
Fuel Markets: Unstable At Any Price?
April 23,2002

In the last several weeks, gasoline prices have risen more than 25 cents per gallon. Recent years
have seen dramatic price increases in gasoline during each spring as demand increases and
refiners must switch from winter to summer formulations to meet environmental regulations.
The double combination has typically led to general increases in prices nationwide as well as
regional price spikes.

Last June, this Subcommittee held a similar hearing as gasoline prices soared and consumers in
some areas of the country were paying more than $2.00 a gallon for regular unleaded gasoline.

Although prices have yet to get that high, our gasoline markets face all the challenges that they
did a year ago.

To paraphrase a former President from my home State of California, “Here we go again.”

Recent unrest in the Middle East and labor protests in Venezuela have increased uncertainty over
the supply of crude oil. The cost of crude oil directly affects the cost of refined gasoline
products. Imports account for 60 percent of the crude oil processed. While the U.S. imports oil
from a wide variety of countries, the bulk of the oil imports come from a small number of oil
exporting countries. Both Venezuela and Iraq are among the top five oil exporters to the U.S.

But it isn’t just the crude oil markets that are affecting the price of gasoline. Our own domestic
refining industry is struggling to meet consumer demands as well as comply with an array of
complex Federal and State regulatory requirements. An example of such complexity was
reported in the Wall Street Journal on April 4, 2002, when the main terminal for Phillips
Petroleum in Phoenix literally ran out of gas. It got so bad that several filling stations in the
Phoenix area also ran completely out of fuel.

One of the problems plaguing the refining industry in recent years has been the balkanization of
the gasoline market. Twenty years ago, the nation was essentially one single market for
gasoline. Today, the nation has been balkanized into dozens of tiny boutique markets with their
own specialized blends of gasoline. As the Phoenix situation shows, when there is a supply
problem, prices can go up, or worse areas can run out of gas.

And if these problems weren’t enough, future gasoline markets may become even less stable as
refiners deal with the effects of phasing out the fuel additive MTBE and replacing it with
ethanol. Under the Clean Air Act, refiners selling gasoline in areas with severe air pollution are
required to add oxygenated fuel additives to the gasoline. Currently, two additives -- MTBE and
ethanol -- constitute nearly all the oxygenates added to fuel.

You’d think that Congress would want to solve the problem that they created in the 1990 Clean
Air Act. However, Senator Daschle’s energy bill (S. 517) would only make the problem worse.



Senator Daschle would ban the use of MTBE and replace it with a national mandate of 5 billion
gallons of ethanol.

Unfortunately, MTBE has serious environmental side effects, most notably the pollution of
groundwater. We need to resolve these environmental challenges with science not mandates.
The Federal government should set the environmental goals to achieve clean air and water and
then allow science and industry the flexibility to achieve those clean air goals in the most cost-
effective way. The Federal government should not be in the business of micro-managing what
goes into our gas tanks. Senator Daschle’s bill will ensure that we face higher gasoline prices
and less stable markets in the future.

According to the independent Energy Information Administration (EIA), the provisions of the
Scnate energy bill banning MTBE and requiring a rencwable fuels standard will increase the
average cost of reformulated gasoline by 9.0 to 10.5 cents per gallon. EIA estimates that the
provisions will result in higher annual costs to consumers of $6.37 billion a year. Other industry
analysts predict the costs will be even higher, at $8.4 billion a year. If either prediction is
accurate, it will be an expensive proposition. As the late Senator Everett Dirksen put it, “A
billion here, a billion there and pretty soon you’re talking real money.”

In short, unstable crude oil supply, tight refining capacity, a dizzying array of Federal and State
clean air requirements and counter-productive Senate legislation all lead us to question whether
or not our gasoline market is stable at any price.

Today’s witnesses include:

Vicky Bailey, Assistant Secretary for Policy and International Affairs, Department of Energy;
Mary Hutlzer, Acting Administrator, Energy Information Administration; William Kovacic,
General Counsel, Federal Trade Commission; David Montgomery, Vice President, Charles River
Associates; Nicholas Economides, Director, Hart Downstream Energy Services; Gordon
Rausser, Professor of Economics, University of California, Berkeley, and A. Blakeman Early,
Environmental Consultant, Americen Lung Association.
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April 18,2002

MEMORANDUM FOR MEMBERS OF THE SUBCOMMITTEE ON ENERGY POLICY,
NATURAL RESOURCES AND REGULATORY AFFAIRS

Aampens
FROM: Doug Ose {: ;
e
SUBJECT:  Briefing Memorandgum for April 23, 2002 Hearing, “Fuel Markets: Unstable at Any
Price?”

On Thursday, April 23, 2002, at 2:00 p.m., in Room 2154 Rayburn House Office Building, the
Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs will hold a hearing on
gasoline prices and related issues. The hearing is entitled, “Fuel Markets: Unstable at Any Price?”

In the last several weeks, gasoline prices have risen more than 25 cents per gallon. Recent years

have seen dramatic price increases in gasoline during the spring as demand increases and refiners
must switch from winter to summer formulations to meet environmental regulations. The double
combination has typically lead to general increases in prices nationwide as well as regional price

spikes.

Last year, the Subcommittee held a hearing on gasoline prices on June 14, 2001. At the time,
nationwide prices had reached $1.71 per gallon with some areas of the country experiencing prices
over $2.00 a gallon for regular unleaded gasoline.

Crude Oil Markets

Recent unrest in the Middle East and labor protests in Venezuela have increased uncertainty over
the supply of crude oil. The cost of crude oil directly affects the cost of refined gasoline products.
Imports account for 60 percent of the crude oil processed. While the U.S. imports oil from a wide
variety of countries, the bulk of the oil imports come from a small number of oil exporting
countries. Both Venezuela and Iraq are among the top five oil exporters to the U.S. (see chart at
the end of this memo).
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Market Volatility and the Growing Number of Gasoline Types

Another factor that adds to the potential for volatility when inventories are low is the increase in the
number of distinct types of gasoline. Today's gasoline market is comprised of many types of
gasoline that serve different regional markets to meet varying Federal and State environmmental
requirements.

While producing specialized products for only those areas with air quality problems is seen as an
efficient means of cleaning the air, the increase in boutique fuels adds a level of complexity in
production, distribution and storage of gasoline. An example of such complexity was reported in
the Wall Street Journal on April 4, 2002, when the main terminal for Phillips Petroleum in Phoenix
literally ran out of gasoline.

The result of this targeted approach to air quality has been to balkanize the gasoline market and to
create gasoline market islands. The primary examples are California and the Chicago/Milwaukee
areas, in which the required gasolines are unique, and only a limited number of refineries make the
products. The inventories of gasoline used in these regions can be drawn down rapidly in response
to unusually high demand or a supply problem at one of the few refineries producing the specialized
products, or in one of the pipelines delivering the products. Prices for gasoline in these regions then
surge. If other gasoline markets are not tight, the price surges may be limited to the specialized
gasoline regions, as is often the case in California.

Ethanol and MTBE

In addition to balkanized markets, future gasoline markets may become even less stable as refiners
deal with the effects of phasing out the fuel additive MTBE and replacing it with ethanol. Under
the Clean Air Act, refiners selling gasoline in areas with severe air pollution are required to add
oxygenated fuel additives to the gasoline. Currently, two additives -- MTBE and ethanol --
constitute nearly all the oxygenates added to fuel. MTBE consumption in the U.S. is nearly
300,000 barrels per day.

The Senate energy bill (S. 517) currently being debated would ban the use of MTBE and require an
annual consumption of renewable fuels at 2 billion gallons a year accelerating to 5 billion gallons
by 2012.

According to the Energy Information Administration (EIA), the provisions of the Senate energy bill
banning MTBE and requiring a renewable fuels standard will increase the average cost of
reformulated gasoline by 9.0 to 10.5 cents per gallon. EIA estimates that the provisions will result
in higher annual costs to consumers of $6.37 billion a year.



Invited Witnesses

Vicky Bailey, Assistant Secretary for Policy and International Affairs, Department of Energy; Mary
Hutlzer, Acting Administrator, Energy Information Administration; William Kovacic, General
Counsel, Federal Trade Commission; David Montgomery, Vice President, Charles River
Associates; Nicholas Economides, Director, Hart Downstream Energy Services; and Gordon
Rausser, Professor of Economics, University of California, Berkeley.

US Crude Oil Imports 2001

50

i "
{EIUS Crude QOil Imports 2001 L

Mitlions of Barrels

Source: Energy Information Administration, "Year to Date imports of Crude Oil and Petroleum
Products Into the United States by Country of Origin, January ~January 2002.”
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Mr. SHAYS. No opening statement, Mr. Chairman, but just really
delighted you are having this hearing. It’s very important. De-
lighted that you have the witnesses you have, and I'm happy to be
here. Thank you.

Mr. OSE. We welcome the gentleman.

As is the custom with this committee, we swear our witnesses in.
We'll do it on the second panel, too, so youre not getting special
treatment here. If you’d all rise and raise your right hands.

[Witnesses sworn.]

Mr. OsE. Let the record show that the witnesses answered in the
affirmative.

Ms. Hutzler, we're going to recognize you first for a period of 5
minutes to summarize your testimony. You’re on.

STATEMENTS OF MARY HUTZLER, ACTING ADMINISTRATOR,
ENERGY INFORMATION ADMINISTRATION; VICKY BAILEY,
ASSISTANT SECRETARY FOR POLICY AND INTERNATIONAL
AFFAIRS, DEPARTMENT OF ENERGY; AND WILLIAM
KOVACIC, GENERAL COUNSEL, FEDERAL TRADE COMMIS-
SION

Ms. HUTZLER. Mr. Chairman, I appreciate the opportunity to ap-
pear before you today to discuss the current situation in and the
outlook for U.S. gasoline markets.

The gasoline outlook depends on assumptions about certain key
factors, including worldwide economic growth, the extent of OPEC
supply restriction and non-OPEC supply response and the implica-
tions of these factors for world oil balances and crude oil prices.

Economic growth in the United States, while improving, is ex-
pected to be relatively modest this year, up a projected 1.6 percent,
with more robust overall growth likely in 2003.

Oil demand growth in the United States is expected to be mini-
mal this year, while global demand is expected to begin recovering,
rising 600,000 barrels per day. This level of demand, coupled with
the cutbacks in production initiated by OPEC, which between De-
cember 2000, and today have amounted to approximately 4 million
barrels per day, is expected to move industrialized country oil
stocks toward the lower end of the average range later this year,
as shown in this chart. This change in oil stocks is expected to re-
sult in rising crude oil prices in 2002 and into 2003.

World oil prices rose on average by about $4 per barrel in March
from February levels, as the benchmark West Texas intermediate
crude oil price rose to an average of $24.50 per barrel. West Texas
intermediate prices are projected to rise to the high 20’s per barrel
by the end of 2002, even assuming that production from OPEC will
increase from current levels. Uncertainty about overall world oil
market conditions, rising tensions in the Middle East and political
turmoil in Venezuela pushed prices to levels above $27 per barrel
briefly in early April.

However, if OPEC does not increase production during the sec-
ond half of this year, world oil markets could witness a repeat of
2000 when prices rose sharply during the second half of the year
before large production increases eased price pressures.

For the upcoming summer season, rising average crude oil costs
are expected to yield above-average seasonal gasoline price in-
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creases at the pump. However, pump prices are expected to range
below last year’s averages, assuming no unanticipated disruptions.
Inventories are at higher levels than last year in April, providing
a cushion against early season price spikes.

Regular grade retail gasoline prices are expected to average
$1.46 per gallon, 5 percent lower than last summer’s average of
$1.54 per gallon. However, based on the aggregate uncertainties in-
volved in forecasting the world crude oil market and the domestic
refining distribution system, prices could average 11 to 13 cents
per gallon higher or lower than the baseline forecast during the up-
coming driving season.

The projected average summer gasoline price, when adjusted for
inflation, is well below the record reached during the summer of
1980, about $2.65 per gallon in 2001 dollars. Gasoline demand is
projected to average 8.88 million barrels per day, a new record, up
140,000 barrels per day or 1.6 percent from last summer. The
growth comes amid the gradual acceleration of the U.S. economy
out of the 2001 economic slowdown. This summer’s expected
growth rate is almost double last year’s rate of 0.9 percent.

Motor gasoline stocks were about 17 million barrels above last
year at the end of March. All Petroleum Administration for Defense
Districts had higher levels of stocks than last year, and only the
Midwest was slightly lower than the historical average as of the
end of March.

Total domestic gasoline output is projected to average 8.29 mil-
lion barrels per day during the summer months, about 115,000 bar-
rels per day above last summer. Higher U.S. output and the great-
er availability of product in storage at the outset of the season are
expected to displace net imports of gasoline. Net imports are pro-
jected to be 560,000 barrels per day, down 100,000 barrels per day
from those of last summer.

It is important to note that we have always experienced spring
gasoline price run-ups. However, they now are appearing more fre-
quently, with larger increases and in a compressed period of time.

Part of the reason for the increased volatility can be traced to de-
clining stock levels. Over the last 10 years, there has been a clear
downward trend in the level of gasoline inventories. This trend is
exacerbated when it is compared to demand levels that have been
increasing. Thus, U.S. gasoline inventory levels cover far fewer
days of consumption than they did 10 years ago. With lower inven-
tory levels, there’s a reduced ability to quickly increase supply
when demand increases unexpectedly or when supplies are im-
pacted either by distribution problems or decreased refinery pro-
duction.

Spring price run-ups have also occurred following winters with
tight distillate fuel markets resulting in refiners maximizing dis-
tillate fuel production at the expense of gasoline. Also, refiners
typically increase their refinery throughput in the spring as they
increase gasoline production and buildup inventories, resulting in
increased demand for crude oil, which leads to pressure on crude
oil markets. At times this has coincided with decreases in crude oil
production, leading to sharp crude oil price increases that eventu-
ally lead to higher gasoline prices.
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Mr. OseE. Ms. Hutzler, you've used your 5 minutes. I would ap-
preciate your summary. I'm going to give you 30 seconds to sum-
marize.

Ms. HUTZLER. I wanted to mention that there were two more fac-
tors in price run-ups. One is the transition from winter grade to
summer grade gasoline. The other is the impact that crude oil
prices have on gasoline prices. They represent about 40 percent of
the gasoline price, and, therefore, they’re also a factor.

I thank you.

Mr. Osk. I appreciate it. Thank you, Ms. Hutzler.

[The prepared statement of Ms. Hutzler follows:]
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Mr. Chairman and Members of the Subcommittee:

I appreciate the opportunity to appear before you today to discuss the current situation in and
outlook for U.S. gasoline markets.

The Energy Information Administration (EIA) is the statutorily chartered autonomous statistical
and analytical agency within the Department of Energy. We are charged with providing objective,
timely, and relevant data, analysis, and projections for the use of the Department of Energy, other
Government agencies, the U.S. Congress, and the public. We do not take positions on-policy
issues, but we do produce data and analysis reports that are meant to help policymakers determine
energy policy. Because we have an element of statutory independence with respect fo the analyses
that we publish, our views are strictly those of EIA. We do not speak for the Department, or for
any particular point of view with respect to energy policy, and our views should not be construed
as representing those of the Department or the Administration. ETA's baseline projections on
energy trends are widely used by Government agencies, the private sector, and academia for their
own energy analyses.

The Subcommittee has requested information about the current situation and outlook for the
supply, demand, and prices of petroleum fuels, particularly gasoline, in the United States.
Additionally, the Subcommittee has asked that 1 specifically discuss the implications for petroleum
markets of the current unrest in the Middle East, political turmoil in Venezuela, and proposals to
ban MTBE as a gasoline additive.

Short-Term Outlock
Overview

The gasoline outlook for this Summer (and for next year as well) depends on assumptions about
certain key factors including economic growth in the United States (and around the world), the
extent of OPEC supply restriction and non-OPEC supply response, and the implications of these
factors for world oil balances and crude oil prices.

Economic growth in the United States, while improving now, is expected to be relatively modest
this year, with more robust overall growth likely in 2003 (Figure 1). U.S. real GDP is expected to
be up about 1.6 percent this year after posting a 1.2-percent rise in 2001. In recent weeks,
economic analysts’ expectations for domestic growth this year have become increasingly
optimistic and GDP growth projections for 2002 have been revised upward. Despite the sense of
increasing optimism about growth, it should be kept in mind that, in contrast to real GDP,
indicators of industrial output showed a significant decline in 2001, particularly in the second haif
of the year. Improvement now in industrial output may not actually yield year-over-year
improvements in activity levels until well into the second half of 2002. Thus, it is possible to have
no overall gain in industrial output in 2002 compared to 2001. EIA, in fact, projects a stight
decline (on an annual basis) for industrial output this year because of the weakness in the first half
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0f 2002. Thus, the prospects for overall growth in energy demand (including petroleum) in the
United States in 2002 are not strong. Growth prospects for U.S. gasofine markets are somewhat
different from those for overall petroleum (discussed below). The situation toward the end of
2002 is fikely to be one of accelerating growth, and the annual picture for growth in 2003 is quite

robust.

Figuore 1. . .
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While oil demand growth in the United States is expected to be about flat this year, demand
worldwide is expected to begin recovering from stagnation (no growth) seen in 2001 (Figure 2).
This development, in conjunction with cutbacks in production initiated by OPEC (excluding Iraq),
which between December 2000 and today has amounted to approximately 4 million barrels per
day (about 15 percent of OPEC’s fourth quarter 2000 production level), is expected to move
industrialized country oil stocks foward the lower end of the average range later this year (Figure
3).

Figure 3. OECD Commercial Stocks
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General support for relatively high and rising crude oil prices in 2002 and into 2003 is consistent
with such a change in oil stocks. World oil prices rose on average by about $4 per barrel in
March from February levels, as the U.S. benchmark West Texas Intermediate (WTT) crude oil
price rose to an average of $24.50 per barrel (Figure 4).

The OPEC basket price rose to an average of $23 per barrel, thus exceeding $22 per barrel - the
lower end of OPEC's suspended price band - on March 8 for the first time since September. In
part, prices rose because markets focused on the uncertain situation in Iraq and the Middle East.
World oil prices are expected to rise in 2002, as inventories in the Organization for Economic
Cooperation and Development (OECD) countries draw down as a result of sapply cuts taking
place following the enactment of the January 2002 quota. WTI prices are projected to rise to the
high $20's per barrel by the end of 2002, assuming that production from the OPEC 10 (the OPEC
countries minus Iraq) will increase from current levels as expected. Uncertainty about overall
wortld oil market conditions and rising tensions in the Middle East have pushed prices to levels
above $27 per barrel for WTI. Furthermore, the current political turmoil in Venezuela has
increased the volatility in the world oil market. Venezuela is not only a member of OPEC, but is
also one of the leading exporters of petroleum to the United States.

However, if the OPEC 10 do not increase production, world oil markets could witness a repeat of
2000, when prices rose sharply during the second half of the year before large production
increases eased price pressures. The OPEC 10 succeeded in reducing their oil production by an
estimated 1.3 million barrels per day in Janunary-February. Efforts to improve compliance leveled
off in March, leaving the OPEC 10 producing at least 700,000 barrels per day above quota levels.
If past history is a guide, OPEC compliance should decline over the next few months. Even so,
prices should continue to increase despite this overproduction above guota levels. OPEC quotas
have been set at low levels, resulting from repeated OPEC 10 quota cuts totaling over 5 million
barrels per day over the past year. As a result, OPEC is now in a situation where world oil
markets could tighten and oil prices rise even in the event of little or no demand growth and large
increases in non-OPEC production. OPEC Secretary General Rodriguez has stated that he
doesn't see OPEC raising output this year. However, this scenario is highly unlikely given past
experience with OPEC quota compliance. Furthermore, EIA's global oil demand projections for
2002 suggest that world oil demand will continue to grow in 2002 as world economies begin to
recover. EIA’s current Outlook estimates world oil demand growth of 540,000 barrels per day
this year. With the expected recovery of the economies in 2003, particularly in the United States,
where GDP growth is projected to reach 3.8 percent annually, world cil demand could increase by
1.3 million barrels per day, with more than half of this coming from the U.S.

Gasoline Markets

For the upcoming Summer season (April to September 2002), rising average crude oil costs are
expected to yield above-average seasonal gasoline price increases at the pump. However, year-
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over-year comparisons for pump prices are still likely to be lower this Summer. Inventories are at
higher levels than last year in April, so some cushion against early-season price spikes is in place
and price levels are expected to range below last year’s averages, assuming no unanticipated
disruptions. Still, OPEC production restraint and tightening world oil markets now probably
mark the end of the brief respite (since last fall) from two years of relatively high gasoline prices,

Retail gasoline prices (regular grade) are expected to average $1.46 per gallon, 5 percent lower
than last Summer’s average of $1.54 per gallon (Figure 5). Based on the aggregate uncertainties
involved in forecasting the world crude oil market and the domestic refining/distribution system, a
95 percent confidence range extends an average of 11 cents, and as much as 13 cents per gallon,
to either side of the baseline forecast during the upcoming driving season. The projected
(baseline) average Summer gasoline price, when adjusted for inflation, is well below the record
reached during the Summer of 1980 (about $2.65 per gallon in year 2001 dollars). Although we
expect oil markets to tighten up generally over the course of the next year, there remains a high
probability that real gasoline prices will be lower than levels seen last Summer.

Figure 5.
Summer Retail Motor Gasoline Price Cases* (Base
Case and 95% Confidence Range)
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Gasoline demand is projected to average 8.88 million barrels per day, a new record, up 140,000
barrels per day, or 1.6 percent, from last Summer (Figure 6). The growth comes amid the gradual
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acceleration of the U.S. economy out of the 2001 economic slowdown. This Summer’s expected
growth rate is almost double last year’s rate of 0.9 percent.

Fi 6.
gore Summer Motor Gasoline Market Indicators
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Motor gasoline stocks are about 17 million barrels above last year as of the end of March (Figure
7). All Petroleum Administration for Defense Districts (PADDs) have higher levels of stocks than
last vear, and only the Midwest is slightly lower than its 4-year historical average (Figure 8).
Inventory changes will substitute for much of the new domestic supply requirements this Summer,
with some of the substitution appearing in the form of reduced imports.

Figure 7. '
U.S. Total Motor Gasoline Stocks
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Figure 8. U.S. Regional Gasoline Stocks
{As of March 31, 2002)
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Total domestic output (refinery and field production less volumes associated with net imports of
and stock changes in gasoline blending components) is projected to average 8.29 million barrels
per day during the Summer months, about 115,000 barrels per day (1.3 percent) above last
Summer (Figure 9). Higher U.S. output and the greater availability of product in storage at the
outset of the season are expected to displace net imports of gasoline. These net imports are
projected to be 560,000 barrels per day (including blending components), down 100,000 barrels
per day from those of last Summer.

Figure 9. sSummer Gasoline Supply by Source
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‘Why Do Gasoline Prices Always Seem To Rise in the Spring?

Between February 11 and April 8 of this year, gasoline prices rose by more than 30 cents per
gallon, the second largest consecutive weekly increase since at least August 1990, when EIA
began a weekly gasoline price survey. The largest such increase occurred last Spring and the third
largest increase occurred in the Spring two years ago. Why do prices seem to rise the most in the
Spring?

First, it is important to note that we have always experienced Spring gasoline price run-ups. As
Figure 10 and Table 1 show, we have seen at least one significant price run-up each year. The
difference is that they now are appearing more frequently, with larger increases, and in a
compressed period of time.

Figure 10. Weekly Gasoline Prices
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Table 1. Significant Price Increases in U.S. Retail Gasoline Prices

Year | Dates Length Price Range (¢/g) Total Increase (c/g)
1992 | March 30 ~ June 22 12 weeks 10131153 14.0
1993 | March I ~May 31 13 weeks 10421107 6.5
1994 | March 14 — August 22 23 weeks 100.5-116.5 16.0
1995 | March 20-May 29 10 wecks 10681159 13.1
1996 | February 12 — May 20 14 weeks 108.0~128.5 20.5
1997 | July 28 - August 25 4 weeks 11701244 74
1998 | March 23 ~ June 8 11 weeks 100.0 - 107.5 75
1999 February 22 — April 12 7 weeks 8907 -1140 233
June 14 ~ September 20 14 weeks 110.8-126.8 16.0
2000 January 10 — March 20 10 weeks 1264 1529 265
May 1 —June 19 7 weeks 142.0~168.1 26.1
2001 March 26 ~May 14 7 weeks 14041713 309
August 6 ~ September 3 4 weeks 137.6 - 154.5 16.9
2002 | February 11 -April 8 8 weeks 1107 - 1413 306

Part of the reason for the increased volatility can be traced to declining stock levels, Figure 11
shows monthly gasoline inventory levels for both finished gasoline and total gasoline (including
gasoline blending components). Over the last 10 years there has been a clear downward trend in
the level of gasoline inventories, This trend is exacerbated when it is compared to demand levels,
which have been increasing. Thus, U.S. gasoline inventory levels cover far fewer days of
consumption than they did 10 years ago. With lower inventory levels, there is a reduced ability to
quickly increase supply when demand increases unexpectedly or supplies are impacted either by
distribution problems (i.e., refineries or pipelines) or decreased refinery production.

However, crude oil prices also impact gasoline prices. Between January 2000 and February 2002,
crude oil prices accounted for between 35 and 50 percent of the retail price of regular gasoline.
This represents the largest portion of retail gasoline prices. A combination of State and federal
gasoline taxes have represented anywhere from 25 to 29 percent of the retail price of gasoline.
What is commonly referred to as the refinery margin (the difference between the spot price of
gasoline and the cost of crude oil) can vary substantially depending on the crude oil and gasoline
markets at the time, and has ranged between 8 and 32 percent of the retail price of gasoline over
the last couple of years. The final component of the retail price, which EIA refers to as the
distribution and marketing margin (calculated as the difference between the retail price and the
sum of the other components), also has varied greatly, ranging between 5 and 24 percent of the
retail price of gasoline. But the crude oil component has always been the largest component in
each month over the past 2 years. Therefore, factors that affect the crude oil market, which can
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range from fundamental shifis in global supply to fears of impending problems arcund the globe,
also impact gasoline prices. Because analyzing crude oil markets is so important in analyzing U.S.
gasoline prices, I will discuss the current situation in the Middle East and Venezuela later in this
testimony.

Figure 11. U.S. Gasoline Inventory Levels
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Some of the Spring nun-ups occurred following a Winter in which the distillate fuel market was
tight. As aresult, refiners maximized distillate fuel production at the expense of gasoline, thus
reducing the Winter build in gasoline stocks and starting the season with lower inventories than
would otherwise have occurred. Another reason is that refiners typically increase their refinery
throughput in the Spring as they increase gasoline production and build up inventories for the
other fuels so that supply is there when needed. Thus this increased demand for crude oil fo be
used in refineries leads to some pressure on crude oil markets and at times has coincided with
decreases in crude oil production, thus leading to sharp crude oil price increases that eventually
lead to higher gasoline prices. And recently, we have seen that the transition from Winter grade
to Summer grade gasoline has also encouraged refiners to deplete inventories at the end of Winter
in order to make room for Summer gasoline, thus reducing inventories in the Spring.

Gasoline Price Increases in 2000 :

Gasoline prices Tose over 26 cents per gallon in each of two different periods in 2000. The first
began in the Winter and went into the first part of Spring. Part of this was a result of very low

_ inventories at the end of 1999, especially for distillate fuel. When a cold weather snap occurred in
the Northeast portion of the United States (where the bulk of heating oil is used) towards the end
of January, refivers began to produce more distillate, thus reducing gasoline production. The
heating oil price pressure also helped put pressure on crude oil as refiners began to scramble for
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more crude oil in order to maximize distillate fuel production, since beating oil prices were
producing healthy margins for them. From early January 2000 to mid-March 2000, WTI prices
increased from $25 per barrel to $32 per barrel. This $7 per barrel increase, if passed on fully at
the pump, would represent an increase in gasoline prices of about 20 cents per galion,
representing the vast majority of the 26.5 cents per gallon increase seen over this period.

The second increase, which occurred during the late Spring and early Summer (May 1 to June 19)
centered more on problems in the distribution chain in the Midwest as this was the first Summer in
which Phase TI reformulated gasoline (RFG) was introduced. States in which ethanol was used to
make RFG had more difficulty in meeting the new specification. Problems with a key pipeline
flowing from the Gulf Coast into the Midwest, and a smaller pipeline in Michigan, exacerbated the
problem. But even here, crude oil prices increased substantially over this period, partly due to the
problems in the U.S, gasoline market. WTI increased from $26 per barrel in early May to nearly
$33 per barrel by mid-June, another $7 per barrel increase that translates to about 20 cents per
gallon at the pump.

Gaseline Price Increases in 2001

Similar to 1999 and 2000, there were two gasoline price run-ups in 2001, the first occurring in the
Spring while the second occurred sometime later (the end of Summer in 2001). However, unlike
in 2000, the price run-up in the Spring of 2001 could not be attributed to crude ofl prices, as WII
only increased by about $1 to $2 per barrel over this time period. This increase, totaling 30.9
cents per gallon from March 26 to May 14, is the largest consecutive increase EIA has seen since
the inception of our weekly survey, and can largely be attributed to low gasoline inventories at the
beginning of the gasoline season, which were the lowest they have been since 1957. In 2001, we
saw what can happen when low inventories combine with regional capacity limitations and unique
gasoline requirements. First, in the Midwest, the shutdown of the Blue Island refinery in Hlinois
created a level of concern about RFG supplies in Chicago and Milwaukee. The closure also
created the need for greater volumes to move from the Gulf Coast to the Midwest. Economic
incentives to build inventories were further eroded as Guif Coast prices surged in response to
strong demand not only from the Midwest and West Coast, but also from the East Coast, where
refineries underwent extended maintenance. During April, with little inventory cushion in place,
the transition from Winter to Summer grade reformulated gasoline in the Midwest required
running tanks down to very low levels, further undercutting stock levels. Just as tanks were
beginning to refill, Tosco’s Wood River, Hlinois refinery had g fire that reduced its ability to
produce both conventional and reformulated gasolines for 2 period of 2 to 3 weeks. While East
Coast prices did not surge as much as the Midwest, the East Coast endured extended refinery
maintenance in early Spring. In addition, several foreign refineries that are key suppliers of
reformulated gasoline to the Bast Coast had extended outages. There were also pressures in

- California, which frequently sees price surges due to its tight supply/demand balance, the unique
nature of its gasoline, and its long distance from other supply sources. The Spring of 2001 was no
exception.
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The second price increase in 2001, while much shorter and of lower magnitade than the first, was
partly a result of the first increase. Gasoline prices rose so high (without a corresponding increase
in ¢rude oil prices) that refinery margins on making gasoline were historically high. Thisledtoa
lot of increased supply flooding into the ULS. gasoline market during the Sumimer of 2001, and
after peaking at $1.71 per gallon on May 14, gasoline prices fell even below where they started
the first price run-up, at just under $1.38 per gallon as of August 6. Meanwhile crude oil prices
remained relatively stable, such that refinery margins plunged over this period. As such, gasoline
production was curtailed and refiners switched to making more distiflate firel in preparation for
the upcoming Winter season, thinking that enough gasoline supply existed in the system to get
through the end of the Summer season. However, gasoline demand remained strong through
August, and inventories were drawn down significantly to meet this demand, which put pressure
on gasoline prices again. This led to a short-term increase that lasted only four weeks.

The Gasoline Price Rise of 2002 :

The price rise this Spring, once again, appears o be more attributed to the crude off market than
the gasoline market. Between mid-February and early April, WTI prices rose by $7 per barrel,
explaining about 20 cents per gallon of the more than 30 cents per gallon rise seen so far. The
additional price rise can mostly be attributed to normal seasona! increases. Of course, a large part
of the crude oil price increase reflects a tightening of crude ofl markets as decreases in global
supply, specifically from OPEC, have more than compensated for any decrease in demand related
to the global economy and impacts from September 11. Needless to say, this year’s increases
relate mostly to the crude oil market. While global supply/demand fundamentals, as described
earlier, explain much of the recent rise in crude oil prices, events in the Middle East and in
Venezuela have added upward pressure, and could continue to be significant factors through this
Summer and beyond.

0il Supply Disruptions in Venezuela and the Middle East

Venezuel

Venezuela, OPEC's only member located in the Western Hemisphere, has ranked consistently in
the Jast several years as one of the four top sources of U.S. oil imports (along with Canada,
Mexico, and Saudi Arabia). Venezuelan exports to the 1.8, peaked in 1997 at about 1.8 million
barrels per day. While total U.8. petrolenm imports have risen by sbout 1.5 million barrels per day
since 1997, imporis from Venezuela have decreased by about 235,000 barrels pet day. In 1997,
Venezuelan imports accounted for over 17% of total U.S. imports, whereas they accounted for
about 13% of that total in 2001. Recent events in Venezuela have temporarily disrupted exports;
however, since Friday, April 12, they appeared to be returning fo a normal pace.
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Irag and the Middle East

On April 8, 2002, Traq announced that it would halt its oil exports for 30 days or yntil Israel
withdrew from Palestinian territories. To date, no other countries have joined in Iraq's embargo
action, although Libya and Tran have expressed some sympathy. In fact, some major producers
have been quoted as saying that they will make up any shortfall from Irag, or at least that they will
maintain adequate world oil supplies. On the other hand, Iran, with current net oil exports of
around 2.2 million bb/d, and Libya, with net oil exports of around 1.1 million bbl/d, have said that
they would join an export cut if other OPEC members also agreed to take part.

In 2001, Traq was a net oil exporter of around 1.9-2.0 million barrels per day (bbl/d) (Figure 12).
Recently, Iragi exports have been lower -- around 1.7 million bbl/d. This number includes Irag's
exports through the UN "Oil-for-Food" program via the Turkish port of Ceyhan and the Tragi port
of Mina al-Bakr, plus exports to Jordan permitted by the United Nations. In addition, there have
been periodic reports that Iraq has smuggled up to 450,000 bbl/d of crude oil and products, worth
an estimated $3 biltion (or more) per year, via a number of routes. These earnings are outside the
UN "Oil-for-Food" program.

Fjgm-e 12. Monthly Jraqgi Oil Exports and U.8. Oil Imports,
January 1998-January 2002
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According to industry and press sources, Iragi export routes outside the UN program include: 1)
to Turkey (as high as 100,000-150,000 bbl/d, mainly of fuel oif) by truck through the Habur
border point (reportedly, this smuggling was stopped from September 18, 2001 through January
7, 2002); 2) to Jordan (possibly 16,000-30,000 bbl/d above domestic needs) by truck; 3) to Syria
(150,000-200,000 bbl/d or more), mainly via the Kirkuk-Banias pipeline; 4) to Iran along the Guif
coast and via Qais Island; and 5) to Dubai with the use of small tankers sailing from Umm Qasr.
Press reports also have estimated that these shipments may be providing Iraq with as much as
$600 million-$2 billion per year in additional revenues, above and beyond the earnings through the
UN *Qil-for-Food" program.

The United States is Iraq's largest customer, importing about 778,000 bbl/d of Traqi oil in 2001,
and about 988,000 bbl/d in January 2002. Imports from Iraq accounted for an average 8 percent
of total U.S. oil imports in 2001. In 2001, Iraq was the sixth-largest source of U.S. crude oil
imports, behind Saudi Arabia, Mexico, Canada, Venezuela, and Nigeria.

The loss of Iragi oil exports can be made up by spare oil production capacity in other OPEC and
non-OPEC countries. Excluding Iraq, OPEC currently has about 6.3-6.8 million bbl/d in spare oil
production capacity (Figure 13). Of this, Saudi Arabia has around 2.8-3.3 million bbld, which
represents between 44 and 49 percent of the OPEC total. So, the loss of Tragi ofl exports could
be compensated for fairly easily by surplus capacity in Saudi Arabia and other OPEC countries.
OPEC countries have provided the excess crude oil needed during previous Iraq oil export

stoppages.

Figuare 13. World Surplus Oil Production Capacity
{2Q 2002 — Million Barrels per Day)
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Figure 14. Middle East as a Percent of
World Energy Indicators {2001)
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The Middle East (including North Aftica) accounts for approximately 71 percent of world oil
reserves, 41 percent of world natural gas reserves, 39 percent of the world il production
capacity, 34 percent of world total oil production, and about 92 percent of the world's excess oil
production capacity (Figure 14). As of early 2002, world excess oil production capacity was over
7 million bbl/d. This capacity can be brought online in a supply disruption, as long as those
countries are not affected by the disruption. !

In 2001, Middle Eastern countries had net oil exports of around 20.8 million bbi/d. Of this total,
Saudi Arabia accounted for 7.4 million bbl/d, or 36 percent; Iran for 2.6 million bbi/d, or 12
percent; Iraq for 2.0 million bbl/d, or 9 percent; and Libya for 1.2 million bbi/d, or 6 percent
(Table 2, Figure 15). Other significant Middle East net oil exporters in 2001 included the United
Arab Emirates, with about 2.1 million bbl/d; Kuwait (1.9 million bbl/d), and Algeria (1.2 million
bbl/d).
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Table 2. Top World Oil Net Exporters, 2001*
Country Net Exports (million barreils per dav)
1) ISaudi Arabia 7.4
2) ||Russia 4.8
3) iiNorway 32
4} {liran 27
5} {Venezuela 2.8
6) i|United Arab Emirates 21
7} [INigeria 2.0
8} llrag 20
9) jKuwait 1.8
10){iMexico 1.6
11)j|Libva 1.2
12)}Algeria 1.2

*Table includes all countries with net exports exceeding 1 million barrels per day in 2001.

Figure 15.
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U.S. gross oil imports from the Middle East during 2001 were around 3 million bbi/d (of which
2.7 million bbl/d was from the Persian Gulf). The vast majority of Middle Eastern oil imported by
the United States came from Saudi Arabia (about 1.7 million bbl/d), with significant amounts also

coming from Iraq (778,000 bbl/d), Algeria (275,000 bbl/d) and Kuwait (243,000 bbl/d) (Table 3).

The United States imported about 100,000 bbl/d from the United Arab Emirates, Yemen, Oman,

Qatar, Tunisia, Egypt, and Syria in 2001, and none from Libya.

In 2001, the United States imported more oil on a daily basis from the Persian Gulf (nof the
Middle East as a whole) than in any previous year. The Persian Gulf accounted for 24 percent of
U.S. wet ol imports, and 14 percent of U.S. oil demand, in 2001.

- Table 3 Major Sources of U S Petrolemn Impor{é 2001* T

(all volumes in mllhon barrels per day)

{Total Oil Emports |Crude Ol Tmports |7 ;;‘f)’if:m Product
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[ogesa | 0% | o L e
o [ om | om0
oy [ o [ e ] e
g | 0?% I
[Orited Kingdom | 031 | “31 o
:lTotalImports I 11627”%1 9.15 [ 24T

Table includes all countries from which the U.S. imported more than 300, 000 barrels per
day in 2001

Since 1973, sources of U.S. oil imports have fluctuated greatly. The Persian Gulf, for instance,
supplied around 14 percent of U.S. oil imports in 1973 (Figure 16). This increased to 28 percent
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in 1977, but then declined rapidly following the Iranian revolution in late 1978. By 1985, U.S. oil
imports from the Persian Gulf had declined to 6 percent of total U.S. oil imports. After 1985, a
year which saw oil prices collapse, Persian Gulf oil imports rebounded sharply, reaching 25
percent in 1990, the year of the Iraqi invasion of Kuwait. The Persian Gulf share then fell once
again, to 17 percent in 1996 and 1997, before rising once again, reaching 24 percent in 2001.
U.S. oil imports from the Middle East outside the Persian Gulf come mainly from Algeria. Until
1981, the United States also received significant volumes of oil from Libya. Since 1983, the
United States has received no oil imports from Libya.

Figure 16. U.S. Gross Oil Imports by Source. 1973-2001
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In general, U.S. oil import reliance on the Western Hemisphere -- Canada, Mexico, Venezuela,
and others - followed a pattern during the 1970s and 1980s that was essentially the mirror image
of the Persian Gulf oil import share. Since the early 1990s, U.S. oil imports from the Western
Hemisphere have been relatively stable, hovering around 50-55 percent for nearly a decade.

Western Europe (defined as European countries belonging to the Organization for Economic
Cooperation and Development ~- OECD) averaged 2.8 million bbl/d of net oil imports from the
Persian Gulf during the first 9 months of 2001. Western Europe also imports heavily from North
Affica -- Algeria, Libya, and Tunisia. Japan averaged 4.1 million bbl/d of net oil imports from the
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Persian Gulf during the first 9 months of 2001, Japan relied on oil imports from the Persian Gulf
to meet about 76 percent of its total oil demand in 2001,

Renewable Fuel Standard and an MTBE Ban

Finally, refurning to domestic gasoline markets, I would like to discuss the potential impact of
two proposed Federal legislative initiatives: a minimum renewable fuel standard (RFS), and a ban
on the use of methyl tertiary butyl ether (MTBE) in gasoline.

Certain assumptions and limitations of this analysis need to be understood, before I present the
results:

o Thisis an annual analysis that does not look separately at the difficulty of making low
vapor pressure summer reformulated gasolines in the absence of MTBE, or with ethanol.

o An adequate supply of ethanol is assumed to be available to meet either market or RFS
demands and ethanol prices are not affected by possible tight or limited supplies.

e The continued availability of imported gasolines, included reformulated gasoline, is
assumed even with the MTBE ban.

e Credit trading and banking was not included in this analysis.

o The new EPA MSAT requirements are not directly captured in this analysis and,
therefore, their impact on regional supply is not known.

EIA has provided two analysis reports on the impact of the renewable fuels standard (RFS) and
methy! tertiary butyl ether (MTBE) provisions of the energy bill. The first analysis looked at
provisions of Senate bill 8. 1766, an older version of the energy bill, and was done at the request
of Sen. Frank Murkowski, the Ranking Minority Member of the Senate Committee on Energy and
Natural Resources. A second, more recént analysis looked at provisions of the current bill S.
517, and was done at the joint request of Senators Daschle and Murkowski. Both bills require a
10 year ramp-up in the amount of renewable fuels included in gasoline, reaching S billion galions
per year in 2012, and the elimination of the oxygen requirement on reformulated gasoline (RFG).
The bills differ in the provisions related to MTBE reduction and the oxygen requirement of RFG.
Both bills aim to eliminate the use of MTBE as a gasoline additive but S. 517 incorporates
greater flexibility because it includes a provision that would allow States to decide to continue to
allow MTBE. As directed in the April 10, 2002 ietter from Senators Daschie and Murkowski,
EIA’s analysis of §. 517 assumes that this provision will result in a net reduction in MTBE of 87
percent, rather than the 100 percent reduction assumed in our analysis of S. 1766. Another
difference between the two bills is that S. 517 provides for the elimination of the 2 percent
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oxygen requirement, while S. 1766 would have allowed States to waive this requirement.
Therefore, our recent analysis reflects no oxygen requirement, while the analysis of S. 1766
reflected an assumption that only States on the East and West Coast waived the requirement. In
all the cases, the continuation of the ethanol tax exemption is assumed to continue through 2020,
In accordance with the Federal Highway Bill of 1998, the exemption is currently 53 cents per
gallon but will be reduced by 1 cent per gallon in 2003 and again in 2005. Legal authority for the
tax exemption expires in 2007, but because the exemption has been renewed several times since it
was initiated in 1978, this analysis assumes that it will be extended at the 51-cent (nominal) level
for 2007 through 2020.

The price impact of these different provisions are discussed as increments from the current state
of the market. In the absence of Federal legislation, 14 States have already passed legislation to
ban or restrict MTBE that would become effective by 2004; Arizona, California, Colorado,
Connecticut, Indiana, Towa, Illinois, Kansas, Michigan, Minnesota, Nebraska, New York, South
Dakota, and Washington. Of'these States, only Arizona, California, Connecticut, and New York
have RFG markets that rely on MTBE.  Our analysis indicates that the implementation of these
State-level restrictions results in projected annual average prices of all gasoline that are roughly 2
cents per gallon (2000 dollars) higher than they would have been without these restrictions
between 2006 and 2020 (Figure 17); and RFG prices that are 3.5 to 4 cents per gallon higher

(Figure 18).

Figure 17.
Average National Gasoline Price Differentials Under Various
MTBE Ban Cases, 2006, 2012, and 2020 (2000 dollars per gallon)
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Source: Energy Information Administration, National Energy Modeling System runs R1ae002z.d022702a,
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Figure 18. Average RFG Pri
Ban Cases, 2006, 2012, and
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As requested by Senators Daschle and Murkowski, EIA also analyzed the incremental impact of

assuming that additional Northeast States follow suit and ban MTBE. EIJA developed a “19-State

MTBE Ban” Case, assuming that the other Northeast States with RFG markets, including New

Hampshire, Massachusetts, Rhode Island, Pennsylvania, and New Jersey, also ban MTBE in

2004. The average annual price of all gasoline is projected to be another half cent higher with the
ban in these additional States, and another 2 cents per gatlon higher for RFG. When the RFS and
MTBE provisions of S. 517 are implemented, the price projections for 2006 are an additional half
cent per gallon for all gasoline, and 2 cents per gallon for RFG compared to the restrictions in the
19-States. Relative to a price path without State bans, the S. 517 projections reflect a total price

increase for all gasoline of about 3 to 3.5 cents per gallon, and an RFG price increase of 7.5 to 8

cents per gallon between 2006 and 2020. The higher gasoline prices projected in the S. 517 Case

translate into a higher annual cost to consumers of $2.06 billion on average between 2006 and
2020, compared to the Reference Case.

EIA’s analysis of S. 1766 resulted in price projections for all gasoline that are an additional 0.5

and 1 cent per gallon higher than the S. 517 between 2006 and 2020; and RFG prices that are 1
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cent per gallon in 2006, growing to 3 cents per gallon in 2020 for RFG. The additional price
increases in the S. 1766 Case can be mostly atiributed fo the requirement of 3 total MTBE ban, as
compared to the 87 percest reduction that is assumed in 8. 517. The widening RFG price impact
in the S. 1766 reflects the difficulty of meeting growing RFG needs without any MTBE
production or fmports at all.

At the request of Senators Daschle and Murkowski, EIA’s analysis isolated the impact of the RES
provision by developing an RFS/No MTBE Ban Case that reflects the RFS provision in the
sbsence of an MTBE ban. This Case indicated that the RFS by itself is projected to raise prices of
all gasoline by about 2 half cent per gallon and RFG prices by about 1 cent per gallon between
2006 and 2020.

The higher prices projected in the other cases are largely attributable to the volume and octane
foss associated with the MTBE ban. Ethanol cah only partially compensate for these blending
qualities and often is more expensive to use than MTBE when taking into account the blending
charactetistics and transportation costs. There is a greater price impact in areas of the country
required to use RFG than for areas that can use conventional gasoline, The price impact of the
RFS/No MTBE Ban Case is mitigated by the shift of ethanol blending into conventional gasoline
and away from RFG blending. The S. 517 and S, 1766 price differentials are higher than those in
ihe RFS/No MTBE Ban Case because the MTBE ban would result in more ethanol blending into
RFG to partially offset the loss of MTBE, which is relatively less expensive to blend because of
ethanol’s adverse impact on vapor pressure. In the RFS/No MTBE Case additional ethanol for
RFG blending is not required, and the RFS standard can be met by blending ethanol into
conventional gasoline.

These cases only assess changes in the average annual prices of gasoline at the national level and
do not analyze any localized or seasonal price changes that could result from such policy changes,
which would likely result in some higher price differentials. Given that conceras over the rise in
the price of gasoline have occutred primarily with each year's summer season, this is an important
issue. On the other hand, the annual average price impacts are likely to be overstated since this
analysis doss not incorporate the impact of the ethanol credit trading and banking provision.
Credit trading and banking was not included in EIA’s analysis, due to the requirement for rapid
delivery of this analysis. Based on EIA’s experience with electric industry analysis that
incorporated credit trading and banking for sulfur, credit trading reduced the impact on consumer
prices and banking provided greater flexibility for the timing of implementation. Generally
speaking, a credit trading and banking program would be expected to facilitate greater market
efficiency and probably lower costs of compliance, such as reducing overall transportation and
blending costs.
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The RFS provision of 8. 517 includes an RFS schedule that requires 2.3 billion galtons of
renewable fuels by 2004, increasing to 5.0 billion gallons by 2012. After 2012, S. 517 requires
renewable fuels to maintain the same percentage of transportation fuels that was achieved in 2012.
This analysis projects that the Reference Case market demand for ethanol would be 260 million
gallons greater than the amount specified by the RFS schedule in 2004 due to the implementation
of State-level MTBE restrictions in 14 States (Figure 19). The 19-State MTBE Ban Case
indicates that if other Northeastern States with RFG markets followed suit and banned MTBE in
the same vear, an additional 540 million gallons of ethanol would be required in 2004, assuming
the oxygen requirement were maintained. This analysis projects that the RFS and MTBE
provisions of 8. 517 Case, assuming an 87 percent reduction in MTBE blending, would result in
ethanol blending that is 390 million gallons per year higher than the 19-State MTBE Ban Case and
880 million gallons per year higher than the Reference Case in 2006. The projected level of
ethanol blending in the S. 517 Case is 3.62 billion gallons, 720 million galions above the specified
RFS target for 2006. Ethanol blending requirements in excess of the RFS targets disappear by
2009, due to incremental growth of the specified RFS targets. The use of renewable fuels is
projected to be below the RFS targets after 2009 due to an S. 517 provision that provides a 1.5
gallon credit for every galion of cellulose (biomass) ethanol.

Figure 19. Total Renewable Fuels Consumption For Transportation
In Three Cases, 2003-2020 (billion gallons per year)
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Thank you, Mr. Chairman and members of the Subcomumittee. I will be happy to answer any
questions you may have.

24
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Mr. OSE. Our next witness, again, is the Assistant Secretary for
Policy and International Affairs with the Department of Energy,
Ms. Vicky Bailey.

Ms. Bailey, you are recognized for 5 minutes.

Ms. BAILEY. Good afternoon, Mr. Chairman. I am happy to ap-
pear before you today to discuss gasoline prices and the complex
factors contributing to our current supply and price situation. I
would also like to provide some information for your committee on
what the administration is doing to address the situation and to as-
sure you that the administration is eager to work with Congress
to ensure stable and affordable energy supplies for American con-
sumers and the U.S. economy.

You have just heard testimony and some technical analysis from
Mary Hutzler of the EIA on gasoline prices, international markets,
and domestic factors that impact gasoline prices. I would like to ad-
dress some of the broader policy aspects of the international and
domestic market.

There are a number of factors affecting gasoline prices and sup-
plies in the United States with both domestic and international
roots. No. 1 is the price of crude oil on the world market. Global
supply and demand dictate the crude oil price for every consuming
nation. In the United States, our economy is rebounding. Demand
for gasoline is increasing as we approach the summer driving sea-
son, and refiners are making the transition from winter to summer
quality gasoline, helping to contribute to upward pressure on
prices.

Countering this trend, product inventories are rising, and refin-
ing production is increasing.

The NEP was prepared to address our long-term energy needs.
It presents a balanced approach to assuring secure and affordable
energy supplies to our citizens and our economy. It is comprehen-
sive in addressing energy conservation, energy production, and en-
vironmental protection.

The administration is actively involved in the international situ-
ation in many ways. We are working to diversify our foreign
sources of energy such as in the Caspian region and Azerbaijan.

I attended the inauguration of the Caspian Pipeline Consortium
pipeline that took place in Russia last November. This new pipe
will bring crude oil directly from landlocked Kazakhstan to the
Black Sea and then to world oil markets. We also are pleased that
the Baku-Thilisi-Ceyhan pipeline is moving ahead to supply an ad-
ditional 1 million barrels per day of oil to global markets by early
2005.

We are increasing cooperation in our hemisphere through the
North American Energy Working Group with Canada and Mexico,
which is reviewing ways to further integrate the North American
energy market. The Secretary of Energy with his Canadian coun-
terpart will lead the dialog at the G-8 Energy Ministers’ meeting
in Detroit next month.

A number of domestic actions are following the recommendations
of the national energy policy. The Clean Air Act’s New Source Re-
view program is being reviewed in an interagency process with con-
siderable public comment. The review will be completed in the near
future. President Bush has directed us to fill the Strategic Petro-
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leum Reserve to its full capacity of 700 million barrels, and we
have begun to do so. Since January, we have added 11.4 million
barrels of oil. As we did last year, the Department has set up a 24-
hour gasoline hotline for consumers, a 1-800 number for consumers
concerned about gasoline prices.

In addition, the Secretary of Energy has asked EIA to publish a
daily energy situation analysis report to monitor world events that
could disrupt supplies, and DOE will continue to collect data and
monitor the gasoline market.

We will also need additional actions to assure adequate and de-
pendable energy supplies at affordable prices and use energy more
wisely. We need to improve efficiency and develop new transpor-
tation technologies. The National Energy Policy aims to optimize
energy efficiency and conservation to effectively manage and extend
the use of our energy resources while also enhancing our standard
of living and advancing our environmental objectives.

The Department is working to implement our long-term vision of
both a dramatic reduction in our dependence on petroleum and a
dramatic reduction of vehicle emissions through the development
and deployment of hydrogen fuel cells in the Freedom Car pro-
gram.

The administration supports significant tax incentives to reduce
the price of highly efficient electric and gas hybrid vehicles now
coming to market. We support increased use of biofuels. We need
increased domestic energy production, including environmentally
sensitive production using the best available technology in the Arc-
tic National Wildlife Refuge.

Finally, I'd like to address MTBE. The MTBE issue creates a
challenge for public policy: the inherent need to balance energy
supply and price concerns with resolution of environmental con-
cerns for air quality and water quality.

MTBE has played a significant role in improving air quality in
areas impacted by transportation emissions and provides important
quality and volume benefits for our gasoline supply. However, de-
tection of MTBE in our water supply has raised public concerns. To
limit the risks of future price spikes, we must provide certainty to
the market and industry to make the investments needed to con-
tinue to provide us with sufficient quantities of clean product to
power the U.S. economy.

The Department of Energy remains concerned about our current
and longer-term energy supply situation. While we fully support
the various clean fuel requirements that are necessary to protect
our environment, we believe that it is important that any govern-
ment action be implemented in a way that provides the regulatory
certainty to encourage the necessary investments to protect our
citizens from price spikes. We are eager to work with Congress to
get our Nation’s energy house in order so that we have adequate,
clean, safe supplies of petroleum at reasonable cost to consumers.

This concludes my testimony, Mr. Chairman, and I would be glad
to respond to any questions you may have.

Mr. Ost. Thank you, Ms. Bailey.

[The prepared statement of Ms. Bailey follows:]
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Good afternoon Mr. Chairman, I am happy to appear before you today to discuss gasoline prices
and the.complex factors contributing to our current supply and price situation. I would also like
to provide some information for your committee on what the Administration is doing to address
the situation and to assure you that the Administration wants to work with Congress to ensure

stable and affordable energy supplies for American consumers and the US economy.

As we are reminded almost daily, world prices for crude oil are on the rise. Since late January,
petroleum prices have risen by over $7 per barrel—an increase of about 30-35 percent—adding
as much as 15-20 cents per gallon to the retail cost of gasoline. The Energy Information
Administration (EIA), an independent arm of the Department of Energy, expects gasoline prices
to rise higher this summer, although prices are expected to peak slightly below last summer’s

highest levels.

The good news is that while nominal prices are currently increasing, real gasoline prices have
remained fairly constant in recent decades. The average price for a gallon of gasoline (all
grades) in 2001 was $1.49—about the same in real terms as during the 1970s. This is also a lot
less than the average price of $1.85 between 1975 and 1985. Since the beginning of 2002,
prices (for all grades of gasoline) have averaged just $1.25. Gasoline prices are now
substantially lower relative to the prices for food, beverages, and other urban consumer goods,

compared to the early 1980s peak.

However, prices are more volatile today than they have been historically. In part, thisis a

consequence of a supply system that has increased its efficiency by reducing redundancies and
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inventories. While this can benefit consumers with lower average prices, it can also contribute to
price volatility. Obviously other factors such as strong demand growth driven by the economic
rebound and seasonal increases in driving, as well as the switchover to cleaner, but more-
difficult-to-produce, summer grade gasolines can lead to short-term price increases, especially in
the event of a disruption on a pipeline or at a key refinery. U.S. refinery capacity is less than
U.S. demand, making us dependent not only on imported crude oil, but also on imported refined
products, particularly gasoline. (We currently import about 9% of our total gasoline.) During
the high demand summer season, U.S. refineries will typically run at or very near 100 percent
capacity utilization while meeting very tight environmental standards for gasoline quality,
leaving no margin to deal with upsets in the system. By comparison, most other industry is
considered to be at full capacity when utilization rates reach 82 percent. Limited refinery
capacity creates the worst problems in certain regions of the country like the Midwest, where
additional supply has to come from the Gulf Coast via a transportation system that is already

fully utilized. This can lead to increased and volatile prices until that new supply arrives.

While we expect the market to respond, rising crude oil prices, growing gasoline demand for the
spring/summer driving season and the more costly summer quality gasolines, both reformulated
and conventional, could contribute to the upward price pressure. However, as I mentioned
carlier, a large part of the problem is caused by world oil market conditions. Much of the current
rise in gasoline prices is a result of OPEC cutting production last fall and winter, as well as
today’s concerns about political tensions abroad. Because we import more than half of our oil

from foreign sources—and this percentage is increasing—and because the price of crude oil is
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set on the world market, we cannot insulate ourselves from supply swings, associated price

increases, and their impact on the gasoline market.

Mary Hutzler, Acting Administrator of our Energy Information Administration, has provided
you with a technical report of the current world and domestic petroleum situation, and a sound
assessment of the factors contributing to our current rising gasoline prices. I would like to

address some of the broader policy aspects of the international and domestic situation.

I note that you will also hear testimony from the Federal Trade Commission today, which has
powers the Department of Energy does not have to investigate concerns about fair trade and
prosecute in the case of violations. Many of these investigative and enforcement powers are
related to energy and petroleum markets, for example: FTC has the power to conduct
investigations, prescribe trade rules and seck redress in case of unfair trade practices; prescribe
requirements for posting of octane ratings; and enforce energy efficiency labeling rules issned

under the Energy Policy Act of 1992.

Over the past few weeks, the international situation has contributed to oil price increases. The
market has monitored the situation with Iraq, noting Iraq’s stoppage of its oil exports under the
UN oil-for-food program. Other major producers have rejected the call for use of oil as a
weapon. Clearly, market participants will follow Iraq and the international reaction closely over
the next few months. The Department of Energy will continue to monitor the market and actions

of international participants.
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Because of Venezuela’s position as the third largest supplier of imported oil to the United States,
the oil market has been sensitive to recent events in Venezuela. However, recent events appear

to demeonstrate that the oil sector and oil trade is returning to normal.

Administration Actions

1’d now like to turn to actions the Administration has recently taken related to crude oil and
gasoline. First and foremost, we will continue to depend on the free market to determine energy
supply and price. And, indeed, the market has already responded to price signals—witness the
recent opening of the 795-mile Centennial Pipeline, which will be able to move more than
200,000 barrels of refined products a day from the Gulf Coast to Midwest markets. Refinery

utilization has grown to capture the higher margins brought on by the higher prices.

Nearly one year ago the Administration released the National Energy Policy, a comprehensivev
and long-term strategy for ensuring that our citizens will have affordable and reliable energy
supplies. We must have a balanced and diversified portfolio of energy sources and we must
expand energy production and infrastructure to meet ever-increasing energy requirements. This
must be accompanied by improvements in the efficient use and conservation of energy and the

protection of our environment.

In the long term, one important and appropriate role of the Government is to work to increase
and diversify oil supplies. The National Energy Policy contains a number of recommendations
to promote international trade and investment, increase diversity of supply, and improve market

transparency. We are working in the Caspian region, in Africa, and in our own hemisphere to
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bring new supplies to market with increased environmental protection. In the Caspian, for
example, 1 attended the inauguration of the Caspian Pipeline Consortium pipeline that took place
in Russia in November of last year. This new pipeline will bring crude oil directly from
landlocked Kazakhstan to the Black Sea and then to world oil markets. We also are pleased that
the Baku-Tbilisi-Ceyhan pipeline is moving ahead and will supply an additional one million
barrels per day of oil to global markets by early 2005. As production in Kazakhstan and
Azerbaijan grows over the next several years, this and other pipelines will help feed a growing

world oil market with new supplies of 0il from stable sources.

We are also carrying out other recommendations from the National Energy Policy that address
energy cooperation closer to home. We have launched, with Canada and Mexico, the North
American Energy Working Group, which is reviewing ways to further integrate the North
American energy market and eliminate regional and local supply disruptions. We are using our
Hemispheric Energy Initiative to work with our other partners in the rest of the Americas. We,
along with our hemispheric partners, aim to create opportunities for new investment and

development of new energy resources and for greater energy conservation.

Furthermore, the National Energy Policy specifically calls for the Administration to hold a
meeting with the energy ministers of the Group of Eight nations. Just one year after the release
of the National Energy Policy, on May 3, 2002 the United States and Canada will co-chair a

meeting of the G-8 Energy Ministers.
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We are not only acting in the international arena to address the factors leading to today’s rising
gasoline prices. The Administration is acting in a number of ways to get our own energy house

in order.

As part of the commitments in the National Energy Policy, one of the Administration’s actions to
irﬁprove energy supplies is a review of the impact of the Clean Air Act's New Source Review
(NSR) program on energy efficiency, capacity and environmental protection for refineries and
utilities. Since its inception, the New Source Review Program has provided considerable health
and environmental benefits. However, bipartisan government officials, including State
governors and Environmental Commissioners, and industry groups have long expressed the
belief that the NSR program is unnecessarily complicated. During the National Energy Policy
NSR proceeding, a striking consensus of industry commenters remarked that the program often
serves as an unnecessary obstacle to environmentally beneficial projects in the energy sector,
such as those that improve energy reliability and efficiency and promote the use of renewable
resources. The President's National Energy Policy Development Group tasked EPA in
consultation with DOE with investigating whether the NSR program does, in fact, have such
impacts. We believe that some parts of the program do have the impacts identified by the

industry commenters. This review will be completed in the near future.

As called for by the President's National Energy Policy, the Administration has recently taken
three actions to provide flexibility to refiners and distributors that will ease the transition this

year from winter-grade to summer-grade reformulated gasoline (RFG). These actions include
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the elimination of accounting and reporting requirements associated with refiners’ transfer or sale
of gasoline blendstocks, a regulatory revision that now allows refiners to upgrade conventional
gasoline to RFG if it meets the clean air standards, and finally, increased flexibility in the tank

turnover testing tolerance.

To help protect against disruptions in oil supplies, the U.S. government maintains an emergency
supply of crude oil in our Strategic Petroleum Reserve (SPR) stored in salt caverns in Louisiana
and Texas. In the case of a severe oil supply disruption, the SPR can be used to provide up to 4.2
million barrels of crude oil per day to the U.S. economy for a period of 90 days. This amounts
to about 20 percent of total US daily oil consumption. After this period, the drawdown rate will
gradually decrease as site inventories are depleted. The entire 561 million barrel inventory

would be depleted within 200 days.

In order to increase our protection against disruption, on November 13, 2001, the President
directed the Department to fill the SPR to its design capacity of 700 million barrels of oil. In
January of this year, the Department issued an initial solicitation for bids to exchange royalty oil
produced in the Gulf of Mexico for oil meeting the SPR quality specifications, to be delivered to
the SPR sites. In February bids were opened, and a contract was awarded to Equiva Trading
requiring delivery of 18.6 million barrels of light, low sulfur oil to the SPR. Deliveries began in
April and will be completed by the end of April 2003. The Department plans to conduct another
competition this summer and to award contracts for more oil exchanges beginning October 1,

2002. This process will continue until the Reserve has reached its capacity, expected to be in
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2005. Administration policy is to use the inventory in the SPR only in the case of physical

supply disruptions rather than using the emergency stocks to influence prices.

More specific to the gasoline market, the Department of Energy continuously monitors energy
supply and prices to provide information to consumers and the markets. This data assists
markets to quickly respond to any supply/demand imbalances. Updates, raw data, and analyses
are available through the Energy Information Administration. In addition, each year we conduct
a detailed assessment of clean gasoline supplies as the refiners and marketers make the transition
to summer gasoline. This assessment provides us information on the status of refinery
operations and inventories leading into the summer driving season and the basis for assuring that
some aspect of the Federal reformulated gasoline requirements is not unnecessarily limiting

gasoline production or distribution.

As we did last year, the Department of Energy will continue to closely monitor gasoline supplies
and pricing, and we have again set up a 24 hour Gasoline Hotline—a 1-800 number for
consumers concerned about gasoline prices {800-244-3301). In addition, the Secretary has
directed the EIA to provide a daily Energy Situation Analysis Report to monitor world events
that could disrupt supplies. The Energy Situation Analysis Report is available on the EIA
website daily at about 6 p.m. The Secretary recently met with consumer, refining industry and
gasoline marketing groups to better understand the situation from their perspectives and to
encourage their help to get information out to consumers on the various factors affecting gasoline

prices.
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But we will also need additional actions to assure adequate and dependable energy supplies at
affordable prices and use energy more wisely. We need to improve efficiency and develop new
transportation technologies; the National Energy Policy aims to optimize energy efficiency and
conservation to effectively manage and extend the use of our energy resources, while also
enhancing our standard of living and advancing our environmental objectives. The Department
of Energy recently announced the FreedomCAR program, which implements our long-term
vision of a dramatic reduction in our dependence on petroleum through the development and
deployment of hydrogen fuel cells in automobiles. In addition, the Administration supports
significant tax incentives to reduce the price of the highly efficient electric, gas/electric hybrid,
and fuel-cell vehicles now coming to market. We will be working with the National Highway
Traffic Safety Administration as it moves forward to set future fuel economy standards based on
sound science and passenger safety, based on the findings and recommendations of the NAS

study.

The renewable fuels standard introduced in the Senate Bill S.517 will greatly increase the use of
renewable fuels, such as ethanol and biodiesel, in this nation for the next ten years. The use of
renewable fuels is good for our energy security, good for the economy, and good for our
environment. It will greatly increase the use of clean burning ethanol, which will reduce vehicle

tailpipe emissions (when used in reformulated gasotine). That is something we can all support.

We must also increase domestic oil production through the improvement of exploration and

drilling technology and the development of domestic resources like the Arctic National Wildlife

Refuge (ANWR). A small portion of ANWR could supply us with the equivalent of about 36

10
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years of the annual imports we currently receive from Iraq. Encouraging the continued
diversification of supply from non-OPEC sources of oil like Russia, Latin America, West Africa,

and the Caspian region will also help reduce our reliance on oil from the Middle East.

Finally, I would like to turn to the issue of MTBE raised in the Committee’s letter of invitation.
The MTBE issue creates a challenge for public policy: the inherent need to balance energy
supply and price concerns with resolution of environmental concerns, both for air quality and
water quality. Congress mandated use of oxygenates to enhance energy security, improve air
quality, and support the farm sector in the Clean Air Act Amendments of 1990. Recent EIA
analysis has shown that restrictions on the use of MTBE could impact gasoline supplies and
increase prices. MTBE has played a significant role in improving air quality in areas impacted
by transportation emissions, and provides important quality and volume benefits for our gasoline
supply. However, detection of MTBE in our water supply has raised public concerns. To limit
the risk of future price spikes we must provide certainty to the market and industry, so that

industry has the time and information needed to make investment decisions.

The Department of Energy remains concerned about our current and longer-term energy supply
situation. While we fully support the various clean fuel requirements that are necessary to
achieve our air quality goals and we share a strong desire to protect the nation’s water quality,
we believe that it is important that these initiatives be implemented in a way that protects our
citizens from price spikes. We are eager to work with the Congress to get our own energy house
in order, so that we have adequate, clean, safe supplies of petroleum, at reasonable cost to

CONnsuImeErs.

11
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This concludes my testimony Mr. Chairman. I would be glad to respond to any questions you

may have.

12
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Mr. OSE. Our third witness on the first panel is the General
Counsel for the Federal Trade Commission, Mr. William Kovacic.

Thank you for joining us. You’re recognized for 5 minutes.

Mr. Kovacic. Thank you, Mr. Chairman. I'm grateful to the com-
mittee for the opportunity to appear at today’s hearing.

The written statement I have submitted represents the views of
the Federal Trade Commission, and my comments today and my
answers to your questions are my views and not necessarily those
of the Commission or its members.

The FTC’s experience in enforcing the Nation’s antitrust laws
and performing competition policy research confirms this commit-
tee’s view that the performance of the petroleum industry is a mat-
ter of special importance in our economy. Since Congress created
the FTC in 1914, no sector has commanded greater attention from
the Commission.

Today I will summarize three points from the Commission’s writ-
ten statement. First, I will describe the FTC’s recent competition
policy activities involving the petroleum industry. Second, I will re-
view forces that our work to date has identified as factors that may
affect the price of the petroleum products. And, finally, I will ad-
dress future measures that the FTC intends to take to increase our
understanding of pricing patterns to preserve competition and to
protect consumers of petroleum products.

Let me begin with recent FTC activities concerning competition
policy in the sector.

The Commission’s work in recent years falls into three cat-
egories: reviewing mergers, non-merger investigations, and re-
search. Perhaps the most prominent of these initiatives is merger
review. The Commission scrutinizes mergers to challenge trans-
actions that appear likely to reduce competition. Two recent mat-
ters are illustrative.

The first is the merger of Chevron and Texaco. In December
2001, the FTC agreed to a consent order with these companies, re-
quiring numerous divestiture of refining transportation and retail-
ing assets to maintain competition in various areas of the country,
particularly in the southern and western United States.

The second transaction is the merger of Valero Energy and
Ultramar Diamond Shamrock. These firms are leading refiners and
marketers of CARB gasoline. In February of this year, the FTC ac-
cepted a consent order requiring Valero to divest assets in Califor-
nia, including an Ultramar refinery in Avon and retailing assets in
northern California.

Our second major area of recent activity consists of investiga-
tions into possible non-merger antitrust violations. A major exam-
ple was our inquiry into pricing behavior in the midwestern United
States in the summer of 2000. This inquiry did not identify evi-
dence of collusion or other antitrust violations. Nonetheless, the in-
vestigation did increase the Commission’s understanding of phe-
nomena that cause periodic price increases.

The third activity is research. One major example of our work in
this area took place last August when the FTC held a 1-day con-
ference on gasoline pricing patterns. The conference stimulated an
informative discussion of possible causes of pricing volatility in this
sector.
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Let me turn to some preliminary lessons from the Commission’s
work about factors that influence prices. Taken together, our work
has improved our understanding of what causes periodic dramatic
price increases. We have learned that pricing spikes result from a
complex interaction and phenomenon. The factors include the fol-
lowing: increases in crude oil prices, refinery production problems
such as breakdowns, pipeline disruptions, low inventories and the
unavailability of substitutes for certain gasoline formulations re-
quired by environmental statutes, and regulations. In many re-
spects, this list mirrors the factors that this committee’s hearings
of roughly a year ago identified.

Let me finish by turning to what we see as the next steps for
the Commission in this field.

The first element of our work will be to continue our scrutiny of
structural developments that influence the number of market par-
ticipants, especially mergers.

The second will be to sustain our efforts to increase understand-
ing of the causes of pricing behavior in this sector. On May 8th and
9th we will hold a second public conference that extends the work
we did in August with a further examination of petroleum pricing
patterns.

And, third, we are monitoring wholesale and retail prices of gaso-
line in many areas of the United States. This project will assist us
in identifying unusual pricing patterns, diagnosing causes, and de-
vising cures for any antitrust problems we observe.

To sum up, energy sector and petroleum industry practices have
been the centerpiece of modern FTC enforcement actions. There is
every reason to expect they will remain a central focus of our work
in the future. Thank you.

Mr. Ost. Thank you, Mr. Kovacic.

[The prepared statement of Mr. Kovacic follows:]
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L Introduction

Mr. Chairman and members of thie Committee, I am pleased to appear before you today at
this hearing on the important topic of factors that may affect gasoline prices, and to present the
testimony of the Federal Trade Commission.

The FTC is a law enforcement agency with two related missions: to preserve competition
in the marketplacc for the benetit of consumers, and to protect consumers from deceptive or
unfair practices ihat may injuie them. The Commission’s statutory authority covers a broad
spectrum of sectors in the American economy, including the energy industry and its various
components.

The importence of antitrust law enforcement is particularly clear in the oil and gas
industry, where fuel price increases can strain the budgets of many consumers and can have a
direct and significant impact on businesses of all sizes throughout the U.S. economy.
Enforcement »f the antitrust laws helps ensure that the oil and gasoline industries are, and
Temain, competitive. In recent years, the Bureau of Competition has spent almost one-third of its
to:al enforcement budget on investigations in energy industries, many of them merger
investigations.

The Commission, however, performs more than law enforcement functions. Congress
established the Commission to be an expert body that can report on important economic trends
affecting the American economy. Because of the importance of the oil and gas industries to the
American economy, and increased public concern about the level and volatility of gasoline
prices in recent years, the Commission is studying the central factors that may affect the level and

volatility of refined petroleum products prices in the United States. The Commission held a
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public conference on this topic in August 2001, and will hold a second one on May 8% and 9%,
just two weeks from now.? The Commission expects t summarize and discuss its work in a
public report to be issued later this year.

In addition, we are monitoring wholesale and retail prices of gasoline — by far, the largest
single refinery product. Members of our staff inspect wholesale gasoline prices for 18 (soon to be
20) cities and retail gasoline prices for 360 cities throughout the United States. We will analyze
this data to search for explanations of pricing anomalies.

This testimony will summarize the Commission’s recent enforcement activity, review its
ongoing work to increase understanding of the factors that may afiect the level and volatility of
refined petroleum product prices, and will discuss some of the factors that, based on our
experience, we believe have an effect on the price of gasoline.
1L Merger Enforcement in the Oil and Gasoline Industries

Much of the Commi ssion’s experience with enforcing the antitrust laws in the oil and gas
industries has been obtained through the analysis of proposed mergers. Merger enforcement
protects a competitive marketplace, because it helps preserve rivalry that brings lower prices and
better services to consumers. The Commission has an extensive history of merger investigations
in the oil and gas industries, and the FTC has challenged recent proposed mergers that likely
would reduce competition, result in higher prices, and injure the economy of the nation or any of

its regions.

2FTC to Hold Second Public Conference on the U.S. Oil and Gasoline Industry in May
2002, FTC Press Release (Dec. 21, 2001).

3Section 7 of the Clayton Act specifically prohibits acquisitions where the anticompetitive
acts affect “commerce in any section of the country.” 15 U.S.C. § 18.

2.
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Today I will briefly describe two of our most recent merger investigations in this area.
One transaction involved Chevron and Texaco.* This transaction combined assets located
throughout the United States. Twelve states participated in the FTC’s investigation. The
Commission entered a consent order with Cnevron and Texaco requiring numerous divestitures
in order to maintain competiiicn in particuiar relevant markets, primarily in the western and
southern United States. The consent order required Texaco to divest to Shell and/or Saudi
Refining, Inc. (“SRI”) all of its interests in two juvint ventures — Equilon’ and Motiva® — through
which Texaco had been competing with Chevron in gasoline marketing in the western and
southern United States; the refining, bulk supply and marketing of the environmentally
mandated gasoline in California’; the rufining and hulk supply of gasoline and jet fitel in the
Pacific Northwest; and the pipeline transportation of crude oil from the San Joaquin Valley,
among other things.

Another important oil me.ger that the Commission investigated last fall was the $6 billion

merger between Valero Energy Corp. (“Valero”) and Ultramar Diamond Shamrock Corp.

*Chevron, Corp., C-4023 (Dec. 18, 2001) (consent order).

*The Equilon joint venture was jointly controlled by Shell and Texaco, and its major
assets included full or partial ownership in four refineries, about 65 terminals, and various
pipelines. It marketed gasoline through approximately 9,700 branded gas stations nationwide.

“Motiva, jointly controlled by Texaco, Shell, and SRI, consisted of their eastern and Gulf
Coast refining and marketing businesses. Its major assets included full or partial ownership in
four refineries and about 50 terminals, with the companies” products marketed through about
14,000 branded gas stations nationwide.

"The California Air Resources Board mandates that gasoline sold in California meet
certain specifications.
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(“Ultramar™).® Both Valero and Ultramar are leading refiners and marketers of CARB gasoline
in California (gasoline which meets the specifications of the California Air Resources Board
(“CARB”)). CARB 2 gasoline meets the current Phase 2 specifications in effect since 1996, and
is the only gasoline that can be sold to consumers in California. CARB 3 gasoline meets the
proposed Phase 3 specifications scheduled to go into effect on January 1, 2003, after which it
will be the only gasoline that can be sold to consumers in California. The Commission’s
complaint alleged competitive concerns in the refining and bulk supply of both CARB 2 and
CARB 3 gasoline in California, and the Commission contended that the merger could raise the
cost to California consumers by at least $150 million annually for every one cent per gallon price
increase at retail.’ To remedy the Commission’s competitive concerns, the consent order settling
the case required Valero to divest an Ultramar refinery in Avon, California; all bulk gasoline
supply contracts associated with that refinery; and 70 Ultramar retail service stations in Northern
California.'

III. Recent Commission Research on Factors That May Affect Prices of Refined
Petroleum Products

There can be many reasons for volatile prices in any commodity, including gasoline. A

8Valero Energy Corp., C-4031 (Feb. 22, 2002) (consent order).

*The Commission also alleged competitive concerns in the refining and bulk supply of
CARB 2 and CARB 3 gasoline for sale in Northern California, contending that even a price
increase of one cent per gallon would increase costs to those consumers by approximately $60
million per year.

Also last fall, the Commission considered the likely competitive effects of Tosco’s
proposed acquisition of Phillips Petroleum. After careful and close scrutiny, the Commission, by
a vote of 5-0, declined to challenge the acquisition. The Commission’s statement closing the
investigation set forin its reasoning in detail. Phillips Petroleum Corp., FTC File No. 001 0095
(Sept. 17, 2001) (Statement of the Commission). :

4
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sudden surge in demand, or an unexpected problem in the supply chain, can cause prices to spike
almost overnight. Such price changes are disruptive to both consumers and businesses.

Price spikes for gasoline appeared in the spring and summer of 2000 and 2001,
particularly for consumers in California and the Midwest, and, as you are all aware, we have been
experiencing rapid price increases for gasoline this spring as well. As noted above, we are
monitoring wholesale and retail gasoline prices in a number of cities throughout the United
States and we will analyze this data to search for explanations of pricing aromalies.

Around this time last year, the Commission issued a report on its nine-ionth
investigation into the causes of gasoline price spikes in local markets in the Midwest in the
spring and early summer of 2000.!" Although gasoline prices ircreased nationwide during fhat
time, increases in some local markets, particularly in the Midwest, eclipsed those experienced in
past years and were greater than those experienced in other U.S. markets. The Commission’s
extensive investigation uncovered no evidence of collasion or any other antitrust violation.

The Commission instead found a variety of factors that contributed in varying degrees to
the price spikes. Primary factors included refinery production problems (e.g., refinery
breakdowns and unexpected difficulties in producing the new summer-grade RFG gasoline
required for use in Chicago and Milwaukee), pipeline disruptions, and low inventories.
Secondary factors included high crude oil prices that contributed to low inventory levels, the

unavailability of substitutes for certain environmentally required gasoline formulations, increased

Midwest Gasoline Price Investigation, Final Report of the Federal Trade Commission
(Mar. 29, 2001). Also in 2001, the Commission concluded its investigation of gasoline price
increases in West Coast markets. FTC Closes Western States Gasoline Investigation, FTC Press
Release (May 7, 2001).
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demand for gasoline in the Midwest, and, in certain states, ad valorem taxes. Ultimately, the
industry responded to the price spike within three or four weeks with increased supply of
products, and by mid-July 2000, prices had receded to pre-spike or even lower leveis.

A Commission goal is to increase public awareness of competitive and other factors
affecting the prices of refined petroleum products. Increased public awareness should help
inform consumers and policymakers in the legislative and executive branches about potential
responses to address these factors, if necessary. This past summer, the Cemmission commenced
a series of public conferences to study in more detail the central factors that may affect the levei
and volatility of refined petroleum product prices throughout the United States. A one-day
conference was held on August 2, 2001. Participants included representatives of the Dcpartment’
of Energy’s Energy Information Administration (“EIA”) and the State of California, as well as
representatives from all segments of the industry (including exploration, refining, transportation,
and marketing), consumer groups, and academia.

The wide-ranging discussion identified a number of factors that may contribute to price
volatility and price spikes; we note just a few. EIA has found that, over broad time periods, the
price of gasoline at the pump generally tracks crude oil prices; that is, with some time lags,
gasoline pump prices generally rise and fall in response to crude oil price increases and
decreases.”” EIA reported that “OPEC cuts and high crude prices affect gasoline prices directly

through the feedstock cost but also indirectly by reducing gasoline inventories.””* Participants

2Cook (EIA), Aug. 2 transcript at 49-52.

BCook (EIA), Aug. 2 tr. at 52.
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also commented that average inventories for refined products have declined over time,™*
contributing to price spikes as additional supply is( less available quickly to meet demand.

Participants also noted the high levels of use of portions of the infrastructure necessary tc
refine and transport refined petroleum products to the pump. For example, current refinery
capacity utilization rates in the United States are high, averaging 95 percent or higher.”® Pipeline
capacity also is stretched in some regions of the country, although various pipeline expansion
projects are underway to address this situation.'® In addition, several participants reported that a
proliferation of differeﬁt environmentally mandated gasoline blends has reduced the availability -
of substitutes to moderate any price spikes.”” According to one expert, “[]Jight specifications for -
reformulated gasoline sold in [California] and limited pipeline interconnections . . . isclate the ’
California gasoline market from gasoline markets in the rest of the country,”"® thus contributing
to higher prices in the state.

All of these comments, and many others, were presented in resporse to the Commission’s
request that participants identify &ew worthy of further study. Perhaps the dominant theme of

the Angust 2, 2001 conference was the complexity of the interrelationéhips among a large variety

YGreene (Cal.), Aug.2. tr. at 11 (“[i]n the 1990's, reserves and inventories [in California]
have declined roughly 20-plus percent.”); Rothschild (Podesta’Mattoon), Aug,2 tr. at 82
{consistently below an average of 5 days of gasoline inventory). Cooper (Couns. Fed. of Am.),
written statement at 21.

Murphy (API), written statement, at 2.

¥Coleman (LECG), written statement at 3-9.

YE.g., Felmy (APY), Aug. 2 tr. at 26; Cooper (Assoc. of Oil Pipe Lines), Aug.2 tr. at 102.
BGilbert (U. Cal. Berkeley), written statement at 3-4.

7
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of factors and the need for further work in understanding the relative importance of different
factors in particular situations. There is much left to learn and to analyze as we proceed in the
weeks ahead.

As part of its work to understand better the possible role of environmentally mandated
fuels in contributing to price volatility and price spikes, Commission staff provided comments to
the Environmental Protection Agency (“EPA”) in connection with EPA’s Staff White Paper,
prepared in response to the President’s National Energy Report (May 2001). The President’s
Report directed the Adﬁlinistrator of EPA to “study opportunities to maintain or improve the
environmental benefits of state and the local ‘boutique’ fuels programs while exploring ways to
increase the flexibility of the fuels distribution infrastructure, improve fungibility, and pfovﬁic
added gasoline market liquidity.”"” FTC staff commented that the EPA might find it beneficial to
use a framework similar to the one the FTC uses to analyze mergers, to determine the
competitive effects likely to be associated with changes in fuel mandates in particular relevant
markets.? We have offered suggestions to the EPA as to how they might perform such an
analysis.

IV.  Conclusion

The Commission has a long and continuing history with law enforcement investigations

YStudy of Unique Gasoline Fuel Blends (“Boutique Fuels”), Effects on Fuel Supply and
Distribution and Potential Improvements, EPA Staff White Paper at 1-2.

2The FTC’s experience shows that economically relevant gasoline markets are regional
for refining and transportation, and local when considering gasoline distribution or retail sales.
For example, a refinery that does not, or cannot in the short run, produce the type of gasoline
currently in short supply in a certain region cannot be consideied to be in that market for
purposes of resolving short-run price spikes. FTC Staff Comment to EPA at 4.

8
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in the oil and gas industries. We have expended substantial effort and resources to maintain and
study the state of competition in this industry over the years, and will continue to do so in the
fature.

The Commission’s work in this area is ongoing. As noted above, the Commission also
has scheduled a follow-up conference on refined petroleum products pricing to take place o
May 8" and 9. This conference will afford an opportunity to learn about additional research on
particular issues — such as how price volatility in crude oil may affect gasoline price levels — and
to probe further into thé issues that have been raised so far, such as a trend toward lower levels of
inventories. We do not expect to obtain definitive answers to all the questions that have been
raised or to provide definitive data on how all of the factors interrelate and operate. Rather, our
goal is to increase the public awareness of competitive and other factors, and to enhance our
understanding of factors that may affect the level and volatility of refined petroleum product
prices.

I would be pleased to answer any questions that you have.
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Mr. OsSE. Now we’re going to go 5-minute rounds here. I'm going
to start, and then we’re going to go to Mr. Waxman and back to
Mr. Shays until we exhaust the questions that the Members have.

Ms. Hutzler, in your testimony you have an extensive discussion
about the effect that the Senate’s ethanol mandate would have on
gasoline prices, and there is, frankly, a laundry list of assumptions,
and reference cases, and provisos, and caveats, and all that. I'm
sure that makes sense to economists, but, frankly, when you talk
about reference cases and I talk about reference cases, there is a
divergence. I talk about the reference case of what does it cost me
to go into the gasoline station today and fill my tank, compared—
in that context, I want to ask you this specific question: compared
to today, what effect would the ethanol requirement in Senator
Daschle’s bill have on gasoline prices?

Ms. HUTZLER. We looked at a number of different scenarios, one
of which looks at an MTBE ban with a renewable fuel standard.
If we take a look at that scenario in S. 1766, where we looked at
100 percent MTBE ban, we found that reformulated gasoline prices
could be 9 to 10.5 cents higher than today where there is no MTBE
ban. That would make average prices about 4 cents a gallon higher.

If you looked at S. 517, which allows waivers within States, and
if States chose their waivers so that they could still produce about
13 percent of MTBE in their gasoline, which was what we were
asked by Senators Daschle and Murkowski to analyze, we would
see RFG prices 7.5 to 8 cents per gallon higher than today and av-
erage prices about 3 cents per gallon higher.

Now, if you did not look at an MTBE ban but you had a renew-
able fuel standard, we’d find that prices would increase far less,
less than 1 cent per gallon for RFG and less than a half a cent per
gallon for average gasoline.

Mr. OsE. So if you left the decision as to how to meet the mission
issue to science under the renewable fuel standard, you’d have
roughly a 1 cent increase in the price at the retail pump, versus
a 3 or up to 10 cent increase with the ethanol mandate under the
two cases you've cited?

Ms. HuTZLER. Well, the cases deal with whether you’re banning
MTBE and must use other products to blend your gasoline—most-
ly, that would be ethanol today—or whether you’re looking at a re-
newable fuel standard.

A renewable fuel standard by itself without banning MTBE gives
refiners flexibility to use the renewable fuels in all forms of gaso-
line, not just to ban MTBE and to use it in RFG.

Mr. OsE. And that translates to a 1 cent increase?

Ms. HUTZLER. Yes.

Mr. OskE. OK.

Ms. HUTZLER. For reformulated gasoline.

Mr. Ose. Mr. Kovacic, in your testimony, you talk about con-
centration in the refining industry; and, frankly, we all are con-
cerned about that. It’s my understanding that there’s actually an
index that somebody has cooked up to calculate how concentrated
any industry is, and it’s called—and if I get this wrong, I need to
be corrected—the Hirschman-Herfindahl Index.

Mr. KovAcic. That’s it exactly.
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Mr. OSE. Does the FTC have guidelines for how much scrutiny
an industry receives based on how concentrated it is per the
Hirschman-Herfindahl Index?

Mr. Kovacic. The FTC and the Department of Justice have
merger guidelines that rely on that index as one factor for evaluat-
ing the competitive effects of mergers.

Mr. OskE. It’'s my understanding that an index reading of less
than 1,000 means that FTC’s concerns are, frankly, nonexistent;
that a reading between 1,000 and 1,800 means that FTC will at
least look at it but other factors must be considered; and then a
reading over 1,800, FTC is going to apply careful scrutiny.

Mr. Kovacic. That’s a good summary.

Mr. Ose. Now how concentrated is the refining industry today?

Mr. KovAcic. Basically, when we examine refining industry con-
centration, we do that on a geographic basis. The amount of con-
centration typically varies from geographic area to geographic area.
So the answer would depend crucially on what part of the country
we’re examining.

Mr. Ose. Well, let’s look at the petroleum defense district 1, 2
and 3. According to my records, the index has a reading of 586 for
those three.

Mr. KovAciCc. I'm not certain what the precise numbers are. I
know that in several of our principal merger reviews in those
areas, we have seen, in examining specific transactions, levels of
concentration well above the 1,800 level which defines the zone of
our most serious concern.

Mr. Osk. But the nationwide average—you’re talking about a re-
gional market.

Mr. KovAcic. Precisely, and many of the mergers we've looked
at have involved markets that for antitrust purposes are generally
regional rather than nationwide.

Mr. OsE. All right. My time is expired. I'm going to recognize the
gentleman from California, the ranking member on the full com-
mittee, Mr. Waxman, for 5 minutes.

Mr. WaxMAN. Thank you very much, Mr. Chairman; and I want
to thank you for holding this hearing. I commend you for your
opening statement. I share your concerns about the fact that our
own domestic refining industry is struggling to meet consumer de-
mands as well as comply with an array of complex Federal, State
regulatory requirements. In addition, I agree with you that we
have Balkanization of fuel and that we have possible shortages and
higher prices as a result of the effect of trying to deal with this
MTBE replacement.

Is it the position of the administration that you support the
Daschle bill that’s being considered in the Senate?

Mr. OsE. I think your question is directed at Ms. Bailey?

Mr. WAXMAN. Yes. You're representing the administration here?

Ms. BAILEY. Yes. Yes. Now you can hear me. Our position

Mr. WAXMAN. Yes or no, because I wanted to say some other
things in the time that I have. If the answer is yes, say yes; if it’s
not, say no.

Ms. BAILEY. We support the reformulated fuels package that is
in the bill.

Mr. WAXMAN. In Senator Daschle’s bill.
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Well, let me say that I agree with the chairman that we should
have solved this problem in a very different way, and it seems to
me that last year the Bush administration made a decision which
was going to cost Californians dearly. Faced with over 10,000
MTBE contaminated sites in California, Governor Davis decided in
1999 to phaseout the use of this terribly polluting fuel additive. To
facilitate this phaseout, the State of California requested a waiver
of the Federal oxygenate requirements for reformulated gasoline.

This waiver would have allowed the State to maintain the clean-
est fuel standards in the country while shielding California con-
sumers from gasoline price shocks. Without the waiver California’s
air quality and economy would suffer as massive amounts of etha-
nol were needlessly imported to comply with the oxygenate require-
ments.

Now, EPA’s technical staff examined the facts, and they found
that a waiver was warranted. Unfortunately, the White House re-
versed EPA’s decision after meeting with special interests. As a re-
sult of the Bush administration’s decision, the Governor has had to
delay the ban on MTBE to avoid dramatic price increases at the
pump. This means California groundwater will continue to face the
threat of contamination and California consumers and refiners will
continue to face massive uncertainties.

The President’s decision is truly remarkable, because it appears
to be bad for consumers, bad for the environment and bad for Cali-
fornia’s refining industry. So who benefits from this decision? Well,
it’s been widely reported that the ethanol industry lobbied against
the California waiver, and I know the ethanol industry is very
much with the administration and Senator Daschle in the bill
that’s now pending.

Other special interests may have played a role in the administra-
tion’s decision. Lobbying disclosure documents and press reports
provide evidence that companies involved in the MTBE industry,
such as Enron, also lobbied against the California waiver. Enron
and other MTBE companies took the cynical approach that, with-
out the California waiver, California would have to delay their
MTBE ban; and, sadly, they’ve turned out to be right.

To better understand the extent to which Enron or other compa-
nies in the MTBE industry influenced the decision, I've written to
Vice President Cheney, the Department of Energy, the U.S. EPA,
and OMB Director Mitch Daniels, and I'm going to ask unanimous
consent that my letters be attached to my statement today as part
of the record.

Mr. OsE. Without objection.

[The information referred to follows:]
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April 23, 2002

The Honorable Christine Todd Whitman
Administrator

U.S. Environmental Protection Agency
1200 Pennsylvania Avenue, N.W.
Washington, DC 20460

Dear Administrator Whitman:

One of the first decisions of the Bush Administration was to deny California’s request for
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel
supplies and result in worse air quality and higher gasoline costs for consumers in California.

Although it has not been widely known, the Enron Corporation had a significant financial
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with
the Administration, but Enron’s influence within the Administration appears to have been
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO
Ken Lay was in a prime position to influence early Administration decisions such as this one. 1
am writing to request that you provide all relevant information regarding whether Mr. Lay or any
other representative of Enron had a role in the Administration’s decision to deny California’s
waiver request.

The Waiver Denial

As you know, California Governor Gray Davis in April 1999 requested the waiver of the
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in orderto
facilitate California’s phase out of the fuel additive methy! tertiary butyl ether (MTBE). He took
this action because MTBE has contaminated groundwater throughout California.

The state of California provided exhaustive scientific information in support of the
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver
of the relevant part of the oxygenate standard was indeed technically warranted and legaily
justified.

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated:

We conclude that compliance with the 2.0 weight percent oxygen content
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requirement . . . would interfere with attainment of the [national ambient air
quality standards] for ozone and [particulate matter].!

EPA stated further that the waiver would allow “the flexibility for the state to achieve the
greatest additional NOx reductions possible.”

California’s request for a waiver had broad bipartisan support within California. On
April 6, 2001, every member of the California House delegation requested that the
Administration grant California’s waiver request. However, the waiver request was opposed by
several industries. The most visible opponent was the ethanol industry. The MTBE industry also
opposed the waiver.

On June 12, 2001, the Administration decided to deny the waiver request, reversing
EPA’s previous determination that a partial waiver was warranted. This decision imposed large
costs on California. The state of California has estimated that denying the waiver would cost the
state an additional $450 million each year.® In fact, the Governor of California notified Members
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline.* To
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March
14,2002°

Enron and MTBE

Tt is well know that the decision by the Bush Administration to deny California’s waiver
benefitted the ethanol industry. It is much less known, however, that the decision to deny the
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this
is just what has happened. Once California’s oxygenate waiver was denied, some in industry

'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed
Rulemaking at 16, (Jan. 2001)(available online at
hitp://www house.gov/reform/min/inves_energy/index htm).

ld. At21.

3Staternent by Governor Gray Davis on Bush Administration Denial of California’s
Oxygenate Waiver Request (June 12, 2001).

“Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002).

SExecutive Order D-52-02 by the Governor of the State of California (March 14, 2002).
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publicly predicted that California would have no choice but to permit the continued use of MTBE
in reformulated gasoline in California.’ This prediction tumned out to be true, and the pro-MTBE
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year.”

Enron was one of the beneficiaries of the waiver denial because it is involved in many
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for
producing methanol.® In addition, Enron’s Morgan’s Point plant produced MTBE and was, in
fact, one of the largest MTRE plants of its type.® Enron also traded MTBE profitably."®

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the
storage facility and pipelines. Under this agreement Eniron agreed to provide the feedstock and
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained
a strong financial interest in the continued use of MTBE."

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc.
(CMAL), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry.

SCalifornia Could Delay MTBE Deadline, Chemical Market Reporter (December 17,
2001).

"Oxygenated Fuels Association, Press Release, OFA Welcomes Davis Delay of MTBE
Ban (March 15, 2002).

8Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001).

SEOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of
$120 million deal, Houston Chronicle (July 3, 2001).

E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News
(May 21, 2001).

YEOQTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part
of $120 million deal, Houston Chronicle (July 3, 2001).
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On-purpose MTBE production will either convert to alternate products or shutdown.”"

Enron’s MTBE Lobbying

Not only was Enron a significant MTBE producer, jt also lobbied vigorously on MTBE
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying
group.”® At the time of the denial of California’s waiver request, it was reported that the OFA
had lobbied the White House to deny the California waiver."

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which
would have substantially reduced the use of MTBE and allowed it to be phased out.”* In
addition, Enron lobbied on related issues such as tax credits for ethano] and alternative fuel
vehicles.

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in
2000, and over $2.9 million in the first six months of 2001.

Requests for Information

In order to understand the role played by Enron in the decision to deny California’s
MTBE waiver, I request that you provide the following information:

L. Did you, any other person in your Agency, or to your knowledge any other official in the
Administration have any communications with Mr. Lay or any other Enron or OFA

2Market put out by shutdowns, Chemical Market Reporter (April 2, 2001).
BBills may pave way for rise in ethanol output, Financial Times (December 20, 2001).

YGas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001).

*See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233,
HR. 3536, HR. 4011, H.R. 4120, S. 1037, S. 2723, H.R. 11, H.R. 1367, HR. 1368, H.R. 1705,
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality;
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the
U.S. House of Representatives; and the U.S. Senate.
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officials or representatives regarding the issue of California’s waiver request or
issues relating to MTBE?

2. For each communication identified in question 1, please provide the names of the persons
involved, the dates of the communication, the form of communication, a summary of the
information exchanged or matters discussed during the communjcation, and copies of any
wiitten materials or electronic communications provided by Enron or OFA or their
representatives.

Irequest that you respond to this letter by May 17, 2002. Thank you for your atiention to
this matter.

Sincerely,

ANV e
enry A. Waxman
Member of Congress
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The Vice President
The Eisenhower Executive Office Building
‘Washington, DC 20501

Dear Mr. Vice President:

One of the first decisions of the Bush Administration was to deny California’s request for
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel
supplies and result in worse air quality and higher gasoline costs for consumers in California.

Although it has not been widely known, the Enron Corporation had a significant financial
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with
the Administration, but Enron’s influence within the Administration appears to have been
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO
Ken Lay was in a prime position to influence early Administration decisions such as this one. I
am writing to request that you provide all relevant information regarding whether Mr. Lay or any
other representative of Enron had a role in the Administration’s decision to deny California’s
waiver request.

The Waiver Denial

As you know, California Governor Gray Davis in April 1999 requested the waiver of the
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took
this action because MTBE has contaminated groundwater throughout California.

The state of California provided exhaustive scientific information in support of the
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver
of the relevant part of the ox ygenate standard was indeed technically warranted and legally
justified.

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated:

We conclude that compliance with the 2.0 weight percent oxygen content
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requirement . . . would interfere with attainment of the [national ambient air
quality standards) for ozone and [particulate matter].!

EPA stated further that the waiver would allow “the flexibility for the state to achieve the
greatest additional NOx reductions possible.”

California’s request for a waiver had broad bipartisan support within California. On
April 6, 2001, every member of the California House delegation requested that the
Administration grant California’s waiver request. However, the waiver request was opposed by
several industries. The most visible opponent was the ethanol industry. The MTBE industry also
opposed the waiver.

On June 12, 2001, the Administration decided to deny the waiver request, reversing
EPA’s previous determination that a partial waiver was warranted. This decision imposed large
costs on California. The state of California has estimated that denying the waiver would cost the
state an additional $450 million each year. In fact, the Governor of California notified Members
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline.* To
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March
14,2002°

Enron and MTBE

1t is well know that the decision by the Bush Administration to deny California’s waiver
benefitted the ethanol industry. It is much less known, however, that the decision to deny the
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this
is just what has happened. Once California’s oxygenate waiver was denied, some in industry

'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed
Rulemaking at 16, (Jan. 2001)(available online at
http://www.house.gov/reform/min/inves_energy/index htm).

1d. At21.

3Statement by Governor Gray Davis on Bush Administration Denial of California’s
Oxygenate Waiver Request (June 12, 2001).

“Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002).

SExecutive Order D-52-02 by the Governor of the State of California (March 14, 2002).
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publicly predicted that California would have no choice but to permit the continued use of MTBE
in reformulated gasoline in California.® This prediction turned out to be true, and the pro-MTBE
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year.”

Enron was one of the beneficiaries of the waiver denial because it is involved in many
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for
producing methanol.® In addition, Enron’s Morgan’s Point plant produced MTBE and was, in
fact, one of the largest MTBE plants of its type.” Enron also traded MTBE profitably.'®

In July 2001, Enron soid the Morgan's Point MTBE plant and accompanying pipeline to
EOTT Energy Partners (whose general partner is 2 wholly-owned subsidiary of Enron) for
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained
a strong financial interest in the continued use of MTBE."!

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc.
(CMALI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 {million] tonne/year of
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry.

SCalifornia Could Delay MTBE Deadline, Chemical Market Reporter (December 17,
2001).

"Oxygenated Fuels Association, Press Release, OFA Welcomes Davis Delay of MTBE
Ban (March 15, 2002).

8Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001).

SEOQTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of
$120 million deal, Houston Chronicle (July 3, 2001).

E.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News
(May 21, 2001).

WEQTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part
of $120 million deal, Houston Chronicle (July 3, 2001).



74

The Vice President
April 23, 2002
Page 4

On-purpose MTBE production will either convert to alternate products or shutdown.”*?

Enron’s MTBE Lobbying

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE
issues. According to the Financial Times, Bnron Clean Fuels Company and other MTBE
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying
group.’® At the time of the denial of California’s waiver request, it was reported that the OFA
had lobbied the White House to deny the California waiver."

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which
would have substantially reduced the use of MTBE and allowed it to be phased out.”® In
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel
vehicles.

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus

other Jobbying activities, Enron reported spending over $1.5 million on lobbying activities in
2000, and over $2.9 million in the first six months of 2001.

Requests for Information

In order to understand the role played by Enron in the decision to deny California’s
MTBE waiver, I request that you provide the following information:

1. Did you, any other person in your Office, or to your knowledge any other official in the
Administration have any communications with Mr. Lay or any other Enron or OFA

Market put out by shutdowns, Chemical Market Reporter (April 2, 2001).
BBills may pave way for rise in ethanol output, Financial Times (December 20, 2001).

YGas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001).

3See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233,
H.R. 3536, HR. 4011, HR. 4120, S. 1037, S. 2723, HR. 11, HR. 1367, HR. 1368, H.R. 1705,
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality;
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the
U.S. House of Representatives; and the U.S. Senate.



75

The Vice President
April 23, 2002
Page 5

officials or representatives regarding the issue of California’s waiver request or
issues relating to MTBE?

2. For each communication identified in question 1, please provide the nammes of the persons
involved, the dates of the communication, the form of communication, a summary of the
information exchanged or matters discussed during the communication, and copies of any
written materials or electronic comumunications provided by Enron or OFA or their
Tepresentatives.

I request that you respond to this letter by May 17, 2002. Thank you for your attention to
this matter.

Sincerely,

) V\)vfz-’)
A. Waxman

Member of Congress
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Mr. Mitchell E. Daniels, Jr.
Director

Office of Management and Budget
Washington, DC 20503

Dear Director Daniels:

One of the first decisions of the Bush Administration was to deny California’s request for
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel
supplies and result in worse air quality and higher gasoline costs for consumers in California.

Although it has not been widely known, the Enron Corporation had a significant financial
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with
the Administration, but Enron’s influence within the Administration appears to have been
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEQ
Ken Lay was in a prime position to influence early Administration decisions such as this one. 1
am writing to request that you provide all relevant information regarding whether Mr. Lay or any
other representative of Enron had a role in the Administration’s decision to deny California’s
waiver request.

The Waiver Denial

As you know, Caiifornia Governor Gray Davis in April 1999 requested the waiver of the
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took
this action because MTBE has contaminated groundwater throughout California.

The state of California provided exhaustive scientific information in support of the
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver
of the relevant part of the oxygenate standard was indeed technically warranted and legally
justified.

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated:

We conclude that compliance with the 2.0 weight percent oxygen content
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requirement . . . would interfere with attainment of the [national ambient air
quality standards] for ozone and [particulate matter].!

EPA stated further that the waiver would allow “the flexibility for the state to achieve the
greatest additional NOx reductions possible.””

California’s request for a waiver had broad bipartisan support within California. On
April 6, 2001, every member of the California House delegation requested that the
Administration grant California’s waiver request. However, the waiver request was opposed by
several industries. The most visible opponent was the ethanol industry. The MTBE industry also
opposed the waiver.

On June 12, 2001, the Administration decided to deny the waiver request, reversing
EPA’s previous determination that a partial waiver was warranted. This decision imposed large
costs on California. The state of California has estimated that denying the waiver would cost the
state an additional $450 million each year.® In fact, the Governor of California notified Members
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline.* To
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March
14, 20027

Enron and MTBE

Tt is well know that the decision by the Bush Administration to deny California’s waiver
benefitted the ethanol industry. It is much less known, however, that the decision to deny the
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this
is just what has happened. Once California’s oxygenate waiver was denied, some in industry

'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline
Oxygen Content Requirement for California Covered Areas, Draﬁ Notice of Proposed
Rulemaking at 16, (Jan. 2001 )(available online at
http:/fwww.house.gov/reform/min/inves_energy/index.htm).

1d. At21.

*Statement by Governor Gray Davis on Bush Administration Denial of California’s
Oxygenate Waiver Request (June 12, 2001).

*Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002).

Executive Order D-52-02 by the Governor of the State of California (March 14, 2002).
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publicly predicted that California would have no choice but to permit the continued use of MTBE
in reformulated gasoline in California. This prediction turned out to be true, and the pro-MTBE
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year.”

Enron was one of the beneficiaries of the waiver denial because it is involved in many
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for
producing methanol.® In addition, Enron’s Morgan’s Point plant produced MTBE and was, in
fact, one of the largest MTBE plants of its type.” Enron also traded MTBE profitably.'?

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and
take the plant's output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained
a strong financial interest in the continued use of MTBE."

Enron’s financial interest was threatened by Californja’s phase out of MTBE, as well as
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc.
(CMATI), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry.

California Could Delay MTBE Deadline, Chemical Market Reporter (December 17,
2001).

"Oxygenated Fuels Association, Press Release, OFA Welcomes Davis Delay of MTBE
Ban (March 15, 2002).

8Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001).

SEOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part of
$120 million deal, Houston Chronicle (July 3, 2001).

E. g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News
(May 21, 2001).

NEQTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part
of $120 million deal, Houston Chronicle (July 3, 2001).
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On-purpose MTBE production will either convert to alternate products or shutdown.™?

Enron’s MTBE Lobbying

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying
group.’® At the time of the denial of California’s waiver request, it was reported that the OFA
had lobbied the White House to deny the California waiver.'

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which
would have substantially reduced the use of MTBE and allowed it to be phased out.” In
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel
vehicles.

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in
2000, and over $2.9 million in the first six months of 2001.

Requests for Information

In order to understand the role played by Enron in the decision to deny California’s
MTBE waiver, I request that you provide the following information:

1. Did you, any other person in your Office, or to your knowledge any other official in the
Administration have any communications with Mr. Lay or any other Enron or OFA

2Marlket put out by shutdowns, Chemical Market Reporter (April 2, 2001).
BBills may pave way for rise in ethanol output, Financial Times (December 20, 2001).

“Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California
seeks a waiver on corn-based additive, Los Angeles Times (May 4, 2001).

See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233,
HR. 3536, HR. 4011, HR. 4120, S. 1037, S. 2723, H.R. 11, HR. 1367, H.R. 1368, HR. 1705,
S. 645, H.R. 4303; H.R. 3798. Entities lobbied include: the Council on Environmental Quality;
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the
U.S. House of Representatives; and the U.S. Senate.
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officials or representatives regarding the issue of California’s waiver request or
issues relating to MTBE?

2. For each communication identified in question 1, please provide the names of the persons
involved, the dates of the communication, the form of communication, a summary of the
information exchanged or matiers discussed during the communication, and copies of any
written materials or electronic communications provided by Enron or OFA or their
representatives.

I request that you respond to this letter by May 17, 2002. Thank you for your attention to
this matter.

Sincerely,

Lnry A. W‘;x\n?z?n

Member of Congress
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April 23, 2002

The Honorable Spencer Abraham
Secretary

Department of Energy

1000 Independence Ave., SW
Washington, DC 20585

Dear Secretary Abraham:

One of the first decisions of the Bush Administration was to deny California’s request for
a waiver from the federal reformulated gasoline oxygenate requirement. This decision was a
surprise to many, as it reversed the experts at EPA and ignored the bipartisan support for the
waiver from California’s delegation. It is expected that this decision will balkanize Western fuel
supplies and result in worse air quality and higher gasoline costs for consumers in California.

Although it has not been widely known, the Enron Corporation had a significant financial
stake in the MTBE industry, and a recent review of lobbying disclosure records reveals that
Enron lobbied on this issue. Details have not yet been released on many of Enron’s contacts with
the Administration, but Enron’s influence within the Administration appears to have been
substantial. Additionally, as a member of the Administration’s transition team, Enron’s CEO
Ken Lay was in a prime position to influence early Administration decisions such as this one. 1
am writing to request that you provide all relevant information regarding whether Mr. Lay or any
other representative of Enron had a role in the Administration’s decision to deny California’s
waiver request.

The Waiver Denial

As you know, California Governor Gray Davis in April 1999 requested the waiver of the
oxygenate requirement of the reformulated gasoline provisions of the Clean Air Act in order to
facilitate California’s phase out of the fuel additive methyl tertiary butyl ether (MTBE). He took
this action because MTBE has contaminated groundwater throughout California.

The state of California provided exhaustive scientific information in support of the
waiver. After a lengthy review, EPA’s technical and professional staff concluded that a waiver
of the relevant part of the oxygenate standard was indeed technically warranted and legally
justified.

In fact, EPA prepared a proposed rule granting the needed partial waiver. EPA stated:

‘We conclude that compliance with the 2.0 weight percent oxygen content
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requirement . . . would interfere with attainment of the [national ambient air
quality standards] for ozone and [particulate matter}.’

EPA stated further that the waiver would allow “the flexibility for the state to achieve the
greatest additional NOx reductions possible.”?

California’s request for a waiver had broad bipartisan support within California. On
April 6, 2001, every member of the California House delegation requested that the
Administration grant California’s waiver request. However, the waiver request was opposed by
several industries. The most visible opponent was the ethanol industry. The MTBE industry also
opposed the watver.

On June 12, 2001, the Administration decided to deny the waiver request, reversing
EPA’s previous determination that a partial wajver was warranted. This decision imposed large
costs on California. The state of California has estimated that denying the waiver would cost the
state an additional $450 million each year.® In fact, the Governor of California notified Members
of Congress on February 26, 2002, that historical evidence indicated that banning MTBE without
a waiver of the federal oxygenate mandate could result in a doubling of the price of gasoline.* To
avoid this result, the Governor announced a one-year delay in the banning of MTBE on March
14,2002.°

Enron and MTBE

It is well know that the decision by the Bush Administration to deny California’s waiver
benefitted the ethanol industry. It is much less known, however, that the decision to deny the
waiver also provided a significant benefit to Enron and other MTBE producers. But in fact, this
is just what has happened. Once California’s oxygenate waiver was denied, some in industry

'EPA, Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline
Oxygen Content Requirement for California Covered Areas, Draft Notice of Proposed
Rulemaking at 16, (Jan. 2001)(available online at
http://www .house.gov/reform/min/inves_energy/index.htm).

’1d. At21.

3Statement by Governor Gray Davis on Bush Administration Denial of California’s
Oxygenate Waiver Request (June 12, 2001).

“Letter from Gov. Gray Davis to Sen. Tom Daschle (Feb. 26, 2002).

SExecutive Order D-52-02 by the Governor of the State of California (March 14, 2002).
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publicly predicted that California would have no choice but to permit the continued use of MTBE
in reformulated gasoline in California.® This prediction turned out to be true, and the pro-MTBE
lobby hailed California’s decision to continue to allow the use of MTBE for an additional year.”

Enron was one of the beneficiaries of the waiver denial because it is involved in many
aspects of the MTBE industry. MTBE is made from methanol, which is produced from natural
gas. Enron had its roots as a natural gas company, and it also owned methanol plants. For
example, Enron owned a plant in La Porte, Texas, with a 400,000 barrel per day capacity for
producing methanol.® In addition, Enron’s Morgan’s Point plant produced MTBE and was, in
fact, one of the largest MTBE plants of its type.” Enron also traded MTBE profitably.”

In July 2001, Enron sold the Morgan’s Point MTBE plant and accompanying pipeline to
EOTT Energy Partners (whose general partner is a wholly-owned subsidiary of Enron) for
approximately $120 million. EOTT signed a 10-year agreement to sell the production from the
MTBE plant to Enron, with a 10-year storage and transportation agreement for the use of the
storage facility and pipelines. Under this agreement Enron agreed to provide the feedstock and
take the plant’s output, paying EOTT a fee for producing the fuel additive. Thus, Enron retained
a strong financial interest in the continued use of MTBE."

Enron’s financial interest was threatened by California’s phase out of MTBE, as well as
efforts in Congress to ban MTBE nationally. According to Chemical Market Associates, Inc.
(CMAID), “[i]f the phase-out scenario goes ahead, CMAI expects around 7 [million] tonne/year of
MTBE capacity will be shutdown, with inevitable repercussions on the US methanol industry.

¢California Could Delay MTBE Deadline, Chemical Market Reporter (December 17,
2001).

"Oxygenated Fuels Association, Press Release, OFA Welcomes Davis Delay of MTBE
Ban (March 15, 2002).

$Enron Restarts MTBE Plant, The Oil Daily (April 16, 2001).

*EOTT buys MTBE plamt from Enron / Natural gas storage facility, pipelines also part of
$120 million deal, Houston Chronicle (July 3, 2001).

F.g., Gulf MTBE Prices Hold up as Big Traders Bat Barrels Around, Oxy-Fuel News
(May 21, 2001).

YWEOTT buys MTBE plant from Enron / Natural gas storage facility, pipelines also part
of $120 million deal, Houston Chronicle (July 3, 2001).



84

The Honorable Spencer Abraham
April 23, 2002
Page 4

On-purpose MTBE production will either convert to alternate products or shutdown.”"

Enron’s MTBE Lobbying

Not only was Enron a significant MTBE producer, it also lobbied vigorously on MTBE
issues. According to the Financial Times, Enron Clean Fuels Company and other MTBE
producers “revived” the Oxygenated Fuels Association (OFA), the principal pro-MTBE lobbying
group.” At the time of the denial of California’s waiver request, it was reported that the OFA
had lobbied the White House to deny the California waiver.'*

Moreover, Enron itself lobbied on at least thirteen bills addressing MTBE. Most of these
would have banned MTBE or allowed states to opt out of the oxygenate requirement, which
would have substantially reduced the use of MTBE and allowed it to be phased out.” In
addition, Enron lobbied on related issues such as tax credits for ethanol and alternative fuel
vehicles.

While it is impossible to identify the amounts that Enron spent on MTBE lobbying versus
other lobbying activities, Enron reported spending over $1.5 million on lobbying activities in
2000, and over $2.9 million in the first six months of 2001.

Requests for Information

In order to understand the role played by Enron in the decision to deny California’s
MTBE waiver, I request that you provide the following information:

1. Did you, any other person in your Department, or to your knowledge any other official in
the Administration have any communications with Mr. Lay or any other Enron or OFA

“Market put out by shutdowns, Chemical Market Reporter (April 2, 2001).
BBills may pave way for rise in ethanol output, Financial Times (December 20, 2001).

“Gas Prices at Stake in State’s Ethanol Feud Policy: Agriculture vs. oil as California
seeks a waiver on cormn-based additive, Los Angeles Times (May 4, 2001).

3See Lobbying Reports filed with the Clerk of the House of Representatives for lobbyists
retained or employed by Enron for the years 2000 and 2001. Specific bills listed are: S. 2233,
HR. 3536, HR. 4011, H.R. 4120, S. 1037, S. 2723, HR. 11, HR. 1367, H.R. 1368, HR. 1705,
S. 645, H.R. 4303; HR. 3798. Entities lobbied include: the Council on Environmental Quality;
the Department of Energy; the Department of Interior; the Environmental Protection Agency; the
U.S. House of Representatives; and the U.S. Senate.
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officials or representatives regarding the issue of California’s waiver request or
issues relating to MTBE?

2. For each communication identified in question 1, please provide the names of the persons
involved, the dates of the communication, the form of communication, a summary of the
information exchanged or matters discussed during the communication, and copies of any
written materials or electronic communications provided by Enron or OFA or their
representatives.

Irequest that you respond to this letter by May 17, 2002. Thank you for your attention to
this matter.

Sincerely,

Member of Congress
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Mr. WAXMAN. I expect a considerable discussion in this hearing
today and especially from the next panel, regarding the legislation
the Senate has designed to ban MTBE and replace it with a renew-
able fuels standard. I'm hoping we’ll hear from others in this hear-
ing on this legislation.

We should be taking a thoughtful approach to this legislation to
assure that we don’t create new problems in trying to solve existing
ones. Ultimately, decisions about our fuel supply need to be made
based on the best science; and I noted, Mr. Chairman, you made
that point very, very clear in your opening statement.

Our goal should be clear: Minimize air pollution, reduce depend-
ence on foreign oil, and keep costs down. Good science can help us
achieve these goals.

What the California delegation did on a bipartisan basis was
urge that we not have an ethanol requirement, an oxygenated re-
quirement, an MTBE requirement, that we be allowed to have a re-
formulated gasoline that would achieve the environmental goals. If
California had been allowed to do that, we wouldn’t have to be wor-
ried about the price hikes in gasoline and the shortages that we
may face and all of the other pollution problems and contamination
problems resulting from the extended use of MTBE longer than it
should be permitted.

So I thank you, Mr. Chairman, for holding this hearing and giv-
ing everyone an opportunity to air this issue out, because I think
it’s an important one.

Mr. OsE. I thank the gentleman.

The gentleman from Connecticut.

Mr. SHAYS. Thank the Chairman. Again, thank you for holding
these hearings.

I am representing part of the Northeast. We see a very volatile
cost of gasoline; and it, in my own mind, is based on the points
made in the second to last paragraph of our chairman: the unstable
crude oil supply, tight refining capacity, and dizzying arrays of
Federal and State clean air requirements in particular.

But the one thing that happens is we still have the supply. The
price changes, but we have a supply. People don’t have a shortage
of supply in the sense that when they go, they can get what they
need, but it costs more at certain times of the year.

What I'm interested in understanding is, it’s my understanding—
and I want to be corrected if it’s not true—that we have different
blends, obviously, during different times of the year. Is that cor-
rect? Nodding of heads doesn’t get recorded.

Ms. HUTZLER. Yes. It’s correct.

Mr. SHAYS. And what I then want to understand is, I have been
told that when we go from one blend to another, we actually have
to have the tanks empty out before we start the new blend. It
seems to me that just encourages a shortage of supply and I won-
der why we don’t allow it to be a blend on a blend. In other words,
they put in the new mixture and over time the new mixture be-
comes the dominant mixture. Why isn’t that allowed?

In other words, I don’t understand—maybe I'm inaccurate and
maybe someone else can answer this question, but I don’t under-
stand why we empty a tank, because it just guarantees that you’re
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going to have shortages. You have to use it all up. Why can’t you
just start a new blend?

Ms. HuTtZLER. Well, the problem with blending the two together
is that you would no longer meet the requirement. So there are
specific requirements that have to be met

Mr. SHAYS. But is there something magical at a certain point at
a certain date that says you have to go from one absolute blend to
another? Why can’t it become a graduated change from one blend
to another? I don’t understand it.

Ms. BAILEY. If I can possibly jump in here for a little bit, I'm
wading into an area that I'm not that familiar with from my own
personal background. But from the understanding that these tran-
sitions happen winter to summer, I think the transition period hap-
pens sometime between mid-April through about the end of June,
and then of course you have that blend through the summer. Now,
t}ﬁese different blends are State, region required, and I think
they:

Mr.? SHAYS. I know. They may be required, but does it make
sense?

Ms. BAILEY. From my reading and what I know, it seems to
make sense to that locality and that region and according to EPA
requirements——

Mr. SHAYS. Ma’am, I understand the requirements. We're trying
to—excuse me, Ms. Bailey. I'm sorry. Ms. Bailey, I understand, I
think I understand the requirements. What I don’t understand is
why we haven’t tried to find a way to address it. There’s nothing
magical about a particular date that all of a sudden you go from
one blend to another, and all I'm asking is—and if you don’t have
the expertise to answer or don’t know the answer, that’s another
issue. I just need to understand why there’s something magical
about one blend from another and why we have to empty one.

If you told me that one blend counteracts the other and it creates
some incredible cocktail that we don’t want, that’s another issue.

Ms. BAILEY. [——

Mr. SHAYS. If that’s the issue, then that would be the answer,
but that would be the only answer that would justify it.

Ms. BAILEY. I was trying to share the knowledge that I did have,
but I understand that the blends, of course, have to do with the
needs of the region as well as the volatility of the fuel, considering
it’s summer versus, for instance, winter.

Mr. SHAYS. How many different blends do we have?

Ms. BAILEY. I think at one point there may have been, like, 15
or so, possibly.

Mr. SHAYS. Fifteen different—so that means you have to have 15
different tanks devoted to that.

Ms. BAILEY. I don’t know that means you have to have different
tanks. I think the issue is the refineries—the capacity of the refin-
eries, where the refineries are located. I'm from the Midwest. I
know they use ethanol because of the abundance of corn and refin-
eries in that region are able to produce the needed blends. If their
blend stocks have to come from the Gulf of Mexico, Gulf Coast
area, and it has to go to California, obviously, there are other costs
and premiums required because of that.

Mr. OsE. The gentleman from Massachusetts for 5 minutes.
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Mr. TiERNEY. Thank you, Mr. Chairman.

I thank the witnesses for being with us today.

I certainly don’t profess to be an expert on this, so I hope you’ll
bear with me a little bit.

Just look at this whole idea about additives. Would you all agree
that it appears at least that additives do cause groundwater or
drinking water to be unsafe to a certain degree, particularly the
MTBE? Is there agreement generally about that?

Ms. BAILEY. I guess that’s what the science has found, that there
has been—I guess from leakage—some problems.

Mr. TIERNEY. And nobody is generally contesting that? There’s
nobody claiming that’s not the case, am I right?

Mr. Kovacic. At the FTC we haven’t done any work in the area.
I'm certainly aware of the work especially that the committee did
a year ago where there was extensive testimony on the point.

Ms. BAILEY. From my information on it, I just know that detec-
tion of MTBE in our water supply has raised public concern. So
I'm——

Mr. TiERNEY. I raised that, because I looked at the provision in
the Senate language that would provide a shield for the oil indus-
try from liability for producing the gasoline that poses a threat to
clean water or safe drinking water, and it doesn’t make sense to
me that if we have a very limited number of additives that we can
use and some people are eliminating one of those additives and
that now we’re telling people that they can produce another addi-
tive or whatever that pollutes or poses a threat and they won’t be
held responsible or accountable for it if they do. What does that do
in terms of basically giving people no incentive at all to produce
any kind of an additive that will, in fact, be good or beneficial and
certainly at least not harmful to our clean water and our safe
drinking water?

Ms. BAILEY. If I may answer.

Mr. TIERNEY. Please.

Ms. BAILEY. Again, I'm not sure who you're directing

Mr. TIERNEY. Anybody. Because it doesn’t make any sense to me,
and I'm wondering if somebody can lend some

Ms. BAILEY. As I have said in my comments and in my state-
ment, the MTBE issue creates a challenge for public policy. The in-
herent need to balance the energy supply, price concerns, as you've
mentioned, the resolution of environmental concerns that EPA is
concerned about, air quality, water quality in the different loca-
tions. All we have to go on is our analysis. We have recent EIA
analysis that shows that the restriction on the use of MTBE could
impact gasoline supply and increase prices. So what the adminis-
tration is hoping to do is try and balance those issues and come for-
ward with a solution.

We are aware that there are States—California I know is going
to ban the use of MTBE, I believe, in 2004. There are other time
lines for other phase outs of MTBE through State actions.

Mr. TIERNEY. I don’t mean to be rude, but we have limited time.
What’s the policy basis behind saying that if you get rid of MTBE,
whatever else you use, no matter how bad it is, you won’t be held
liable? I mean, what’s the administration’s position on that? And
explain to me how that makes any sense at all how there would
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be a provision that allows the oil industry to just walk away from
liability, that does not encourage them, in fact, to have some sub-
stitute that, in fact, it protects or at least doesn’t injure.

Ms. BAILEY. From what I know, the balance in the bill and the
language in the bill and our support for the use of ethanol, our sup-
port for the oxygenates that the different blends—obviously, we
have to take into consideration the issues of the industry; and not
being a part of that negotiation, per se, I'm not quite aware of all
of the particulars of the issue, but from the standpoint we’re trying
to balance the needs of energy security, trying to balance the envi-
ronment, trying to balance that along with the economy——

Mr. TIERNEY. Well, explain to me any balance at all—you know,
we're the government. We’re supposed to be protecting citizens. Ex-
plain to me the balance where it works to allow the industry to
walk away from liability when they produce something that’s
harmful to our drinking and our water supply.

Ms. BAILEY. Once again, not knowing all of the particulars, I
would recognize surely that EPA also has various restrictions and
detections there, which I'm sure they cannot walk away from. I'm
not, once again, cognizant of all of the particulars of the negotia-
tion.

Mr. TiERNEY. All right. Well, your answer isn’t really satisfac-
tory, but I'm not sure whether that’s because

Ms. BAiLEY. Well, I'll be glad to get back with you with further
information.

Mr. TiERNEY. Would you? I mean, my question is—and I'd like
some response in writing, if we’re holding this open—what is the
administration’s policy argument behind supporting a provision
that would shield the oil industry from liability when they produce
a gasoline that poses a threat to clean water or our safe drinking
water? And that would be the question. I'd love to have an answer
on that. I really don’t think there is one, but I'm more than willing
to listen.

Thank you. I yield the balance of my time.

Ms. BAILEY. Get back with you. Thank you.

[The information referred to follows:]

The Administration supports a “safe harbor” provision in order to protect the in-
dustry from liability for use of a chemical mandated by an action of Congress, in
this case mandated use of ethanol in gasoline. The Administration does not believe

an industry should be held liable for the possible adverse effects of a product that
has been specifically mandated by the Federal Government.

Mr. OSE. The gentleman yields back.

Mr. Kovacic, I want to go back to this issue on the concentration
in the refining industry. I have in front of me an analysis by
Charles River Associates, who Mr. Montgomery on the second
panel works for, that indicates that the concentration in the East—
that would be the Petroleum Administration Defense District 1, 2
and 3 has a rating of 586, keeping in mind the Hirschman-
Herfindahl Index ratings, that the Petroleum Administration De-
fense District 4 and 5 has a rating of 955 and that the U.S. total,
the average on a nationwide basis, is 532. Now, I don’t know if
you've seen that or not. My question is that you’ve done an inves-
tigation on the West Coast having to do with all of the factors that
the FTC considers in determining whether something is con-
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centrated or not. What was your determination as it relates to
PADD 5 as to whether or not it was or was not concentrated?

Mr. Kovacic. To use the Valero transaction as an example of
how regional circumstances can be very important, in the Califor-
nia market Valero and Diamond Shamrock were two of the leading
producers of gasoline blends that are acceptable by CARB stand-
ards in California. If we focused on the competitive effect of that
transaction, we found that allowing the merger would pose a seri-
ous danger, unless cures were imposed, for the production of CARB
gasoline for the California market.

That’s an instance in which the HHI Index would have been well
above the threshold of concern that confronted us. It’s one example
of an instance in which the broader brush that I suspect the CRA
study is taking would not have picked up a significant competitive
problem within California itself.

Mr. OseE. How you condition that merger accordingly and force
the liquidation of certain assets——

Mr. KovAcic. Precisely.

Mr. OSE [continuing]. And, in the end, the index rating after the
fact, so to speak, determined by FTC was acceptable?

Mr. Kovacic. Yes, that’s right; and, in fact, in all of the major
transactions we have examined involving the West Coast market—
and in many respects we've used a West Coast analysis or a Cali-
fornia analysis—we’ve in fact required divestitures to create com-
petitive conditions that we felt would be acceptable.

Mr. OsE. Now, when you talk about competitive conditions, are
you talking about ratings if 1,000—I mean, the HHI Index stand-
ard is a rating of 1,000 or less, the industry is unconcentrated, re-
quiring no competitive review. The HHI Index reading of between
1,000 and 1,800 indicates an industry moderately concentrated and
that other factors must be considered; and an HHI Index greater
than 1,800 indicates an industry that is widely concentrated and
needs careful scrutiny for any mergers.

In your analysis, you said that after the conditions were placed,
you found that the concentration was at an acceptable level. Does
that mean 500 under the index, 800, 999? I mean, where did you
find it?

Mr. KovAcic. I think the crucial point that you mentioned earlier
is that the numerical thresholds are a starting point, and we con-
sider qualitative factors that bear upon the likelihood that a single
firm will be able to raise prices acting by itself or a collection of
firms, acting at arm’s length or collusively, we’d be able to raise
prices. As a consequence, we tend not to look at a specific numeri-
cal threshold as being the decisive criteria. We examine other qual-
itative factors that would bear upon the acceptability of a specific
transaction as well.

Mr. OsE. We are going to examine this until you tell me whether
we were really close, down around 500, 800? Where were we? Were
there qualitative factors in the West Coast analysis that were re-
quired because the HHI index reading was above 1,000?

Mr. KovAcic. Some of the relevant factors included the possibil-
ity that, given the nature of rivalry among firms, whether there
would be continued competition among them. Another factor is the
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possibility that shipments from outside the area would exercise a
constraining influence on the firms.

Mr. OSE. These were precursor considerations, before the fact?

Mr. Kovacic. That is correct.

Mr. OSE. And after the fact, by virtue of the conditions you
placed, you were able to remove the quantitative analysis below the
1,000 threshold?

Mr. Kovacic. We have in a number of instances permitted merg-
ers that had a post-divestiture or post-remedy HHI above 1,000, or
even above 1,800, so that our aim is not always to push the post-
remedy HHI below a specific threshold, say below 1,800 or below
1,000. It is to take account of the quality of competition in the mar-
ket so that we are assured that the number of firms remaining and
the quality of the firms will ensure a robust competitive inter-
action, that there won’t be any reduction in the level of competition
beyond that existed before the fact.

Mr. OskE. At the end of the day, relative to PADD 1, you found
the industry not to be overly concentrated?

Mr. KovaAcic. That is correct. With the solution.

Mr. OsSE. Market conditions were satisfactory?

MI(;1 Kovacic. That is correct. With the solutions that we im-
posed.

Mr. OsSE. My time has expired. I am going to recognize the gen-
tleman from Massachusetts. And he and I may well have a little
conversation here privately.

I thank the gentleman.

Same question on the East Coast. You did an investigation on
the East Coast to determine whether or not the refining industry
was concentrated to the detriment of the marketplace.

What did you find there?

Mr. Kovacic. When we examined transactions such as Exxon’s
acquisition of Mobil several years ago, there the focus of attention
was—we were convinced that the refining sector, as such, the refin-
iélg features of the transaction didn’t pose a problem on the East

oast.

There, the concern to us was retailing and distribution. And, in
that instance, the focus of the solution on the East Coast was a
massive divestiture of retailing assets, terminaling assets, but not
refineries.

Mr. OSE. So you found a way to sustain a competitive market-
place with a qualitative adjustment to whatever assets were held
after the fact by the parties to the transaction?

Mr. KovaAcic. That is correct. Principally by insisting upon retail-
ing and distribution divestitures that placed selected retail stations
and terminals in the hands of a company that would be a robust
alternative to the merging parties.

Mr. OSE. So it is the opinion of the FTC, as it relates to PADD
1 and PADD 5, that it would be the littoral regions of the country
on the East and the West Coasts, that the refining industry is not
overly concentrated?

Mr. Kovacic. I would say that, subject to solutions that we
would impose in individual transactions, we have not permitted a
merger to go forward without solutions that we felt brought things
to a level that would ensure an adequate level of rivalry.
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Mr. Osk. OK. The reason I ask that question is, I have the same
series of questions as they relate to the ethanol industry. And if
you recall, the Charles River Associates reports, according to the
information that I have, for PADDs 1, 2 and 3, the HHI index aver-
aged 586.

On the West Coast for PADDs 4 and 5, the HHI index was 955.
The U.S. total of the index was 532. Same index, according to the
GAO, the U.S. ethanol industry’s rating under Herfindahl-
Hirschman is 1,866, indicating a highly concentrated industry that
needs careful scrutiny, according to the standards that are in the
index itself.

So I would ask you, how concentrated is the ethanol industry?
Are these numbers accurate?

Mr. Kovacic. I have seen the GAO study, and I have looked at
their conclusions. I would be interested to know the data on which
they built up the conclusions.

But let’s assume that they have defined what we would call a
sensible, relevant market. And let’s assume for purposes of discus-
sion that it is an airtight analysis. Certainly, if we were thinking
about future mergers, applying our standard of an HHI at or above
1,800 is where we would begin asking very serious questions.

Mr. OSE. So you would have a red flag waving in the air saying,
Federal Trade Commission, look at this, by virtue of this number?

Mr. Kovacic. We would say that once we have crept into that
zone of concentration in looking at future transactions, these are
the transactions where we would have the greatest concern, and we
would be focusing very carefully on qualitative factors that would
either reinforce the tentative conclusion that we would draw from
the numbers or disprove them.

Mr. OsE. All right. This particular 1,866 rating is for the U.S. in-
dustry as a whole?

Mr. KovAcic. Yes, sir.

Mr. OskE. In terms of a regional situation in California, how con-
centrated—or for instance, in my friend’s State, Massachusetts,
how concentrated is the ethanol industry?

Mr. Kovacic. We don’t have a sense of that right now, Mr.
Chairman, and I don’t recall that the GAO study tried to break
things out on a regional level. But if we were to examine this sector
in more detail, that would be precisely the type of question we
would ask, which is, for refineries that consumed ethanol or were
required to use ethanol, what supply sources could they draw from,
how broad a geographic area? In short, who could supply them?

So we would do that kind of analysis on a region-by-region basis.

Mr. OSE. Who is the largest supplier of ethanol in the United
States?

Mr. Kovacic. ADM.

Mr. OsE. ADM. Archer Daniels Midland?

Mr. KovaAcic. Yes, sir.

Mr. Ose. Has ADM ever been fined or prosecuted for conspiring
with competitors to fix prices?

Mr. Kovacic. The Department of Justice prosecuted ADM in the
mid-1990’s for fixing prices involving the food additive sector, food
additives used

Mr. OSE. Lysine?
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Mr. Kovacic. Lysine for the production of animal feed and, in
some instances, for human food supplements as well.

Mr. Ost. Now, the FTC, as you said, has done several investiga-
tions of collusion or price gouging in the refining industry, separate
and apart from the investigation in the food industry.

Does the FTC take into consideration how concentrated the in-
dustry is in terms of conducting those investigations?

Mr. Kovacic. It is an important variable for us. The reason for
that is that the basic economic literature suggests that putting all
other factors aside, it is relatively easier for firms to reach agree-
ment, consensus among them, on a course of action the smaller the
number of industry participants.

Mr. OsE. In terms of conducting these investigations, what sort
of behavior do you look for?

Mr. KovaAcic. We look first of all for a similarity in behavior.

But we also look for a similarity in behavior when we are focus-
ing on collusion, the similarity of behavior that could only be ex-
plained if all of the industry participants agreed to take a given
course of action; that is, a similarity of behavior by course of action
that might be commercial suicide for one firm acting alone, but
might make a great deal of sense if everyone joined in the conduct
in question.

Mr. Osk. OK. Thank you for that.

My time is way overdue. I didn’t see Mr. Shays over there, I was
so focused on you. I am going to recognize the gentleman from Con-
necticut.

Mr. SHAYS. The one thing I don’t want to do is blame someone
for the price increases. I do believe it is an issue of supply and de-
mand. I believe it is an issue of cost of crude, but obviously refining
capacity and so on.

But I was interested to hear our panel—each of you, explain to
me why the price seems to jump so quickly, but then when there
is a significant drop in crude and so on, the prices seem to go down
more slowly.

Why does the spike always seem to be quite significant and sud-
den, and then the reduction takes so long?

Ms. HUTZLER. In actuality, we believe that on the retail price
side the asymmetry you are talking about may actually be more of
a consumer perception than reality.

We have done a study called “Price Changes in the Gasoline
Market” that tries to track the wholesale costs versus the retail
prices, and, in fact, they do track fairly close. The issue is that
there is a lag from the time that the wholesale price reaches the
retail price. And that lag gives this asymmetry that the public per-
ceives.

Mr. SHAYS. Let me ask you, Ms. Bailey, do you have anything to
add to that?

Ms. BAILEY. Aside from what Mary has said, aside from taxes,
the other factors that contribute to the differences in prices at dif-
ferent times obviously are proximity of supply, as to the areas fur-
ther from the Gulf Coast, as I was discussing earlier, any kind of
s}111pp1y disruption, any unplanned refinery outages, that kind of
thing.

Competition in the local market, the local area where the——
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Mr. SHAYS. The question, though, was, why does price seem to
jump so quickly and then gradually decline? And the response was
basically that it seems to track the price of crude oil. And so what
you are saying is, the crude oil goes up quickly and then seems to
fall more gradually?

Ms. BAILEY. The price of crude oil is a huge component of gaso-
line prices. But in addition to that, the other issues of State taxes
and other issues as they relate to refineries and other components
of what goes into the gasoline prices, operating costs and all of
those were the issues that I was raising.

But crude oil price obviously—any change in that affects the
price of the gasoline possibly, as well.

Mr. SHAYS. Do you have anything to add?

Mr. Kovacic. Congressman, if I can offer a coming attraction,
one of the focal points of our conference on May 8th and May 9th
at the FTC will be precisely this issue. We have asked several aca-
demics to examine whether the perception that you mentioned is
borne out by actual practice.

Mr. SHAYS. When is that going to be?

Mr. Kovacic. May 8th and May 9th at our headquarters in
Washington.

We are going to be looking at gasoline prices, and several of the
papers we have asked to be presented will examine precisely this
question. I am not certain what the researchers will find. I have
the impression that some of them are perhaps going to take issue
with whether the perception is borne out by actual practice.

But, within a few weeks, we hope to have a fuller perspective
about precisely that question from some who have studied actual
patterns and detail.

Mr. SHAYS. Thank you.

Last year we wrote a letter requesting that the Department of
Energy review the accusations of price manipulations. What was
the outcome of that? Is that something that you are familiar with?

Ms. BAILEY. Well, now, I am not sure when you requested that.
I was in the Midwest myself last year. I joined the administration
in August of last year, and I am not sure if that was during the
time of your request for the report.

Mr. SHAYS. How much of the price increase is—again, using Mr.
Ose’s statement, the unstable crude oil supply and tighter refinery
capacity, and also the challenge of meeting the array of different
requirements? If you broke up the cost component increase, how
much is due to each part of that? Crude oil price, tighter capacity
in the Northeast, tight capacity in the United States, but in the
Northeast, and the various Clean Air requirements.

When you break down that cost, how does it break down?

Ms. HUTZLER. I have it decomposed slightly differently.

In terms of the price of gasoline, 40 percent is generally from the
crude oil price. About 35 percent is from taxes.

Mr. SHAYS. When you say taxes?

Ms. HUTZLER. Yes, Federal, State, local taxes, all of them.

About 6 percent is from distribution and marketing. About 19
percent is from refinery costs. And that also includes the environ-
mental portion.

Mr. SHAYS. OK. Thank you.
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I am happy—my time has run out. Sorry.

Mr. OsE. We thank the gentleman.

Mr. Kovacic, let me go back a minute. You told me the largest
supplier of ethanol in the United States is ADM?

Mr. KovAcic. Yes, sir.

Mr. OSk. Do you have any feel for what percentage of the overall
market they possess?

Mr. Kovacic. I would be glad to check on this, But I believe it
is 40 percent plus.

Mr. Osk. OK.

Now, I just asked you, in terms of conducting these investiga-
tions into collusion or price gouging, what sort of behavior does the
FTC look for; and you responded.

What kind of evidence or documents does the FTC look for in try-
ing to determine if an industry is colluding?

Mr. Kovacic. Two types of evidence: one would consist of com-
pany records that on their own face actually bear out the fact of
coordination or discussions with competitors.

If we don’t have that kind of evidence, we then tend to look at
what we can observe from outside of the company. And most inter-
esting to us is a pattern in parallel behavior that can be explained
only if, or principally if, there is an agreement where it would be
irrational for the firms to act in a given way unless they were abso-
lutely confident that their rivals were going to do the same. This
involves looking at pricing patterns. We look at input costs.

For example, if a firm’s input costs dropped dramatically, but all
of the firms in the sector decided to increase prices, that could be
provocative.

Mr. OsE. The clerk is going to hand you a binder containing some
documents. The first is document No. 1, titled the “Western Etha-
nol Memo on BP Bids,” which I presume means British Petroleum.
This document is a memo written by a Mr. Vind from Western Eth-
anol, which is a California-based ethanol distributor for LAICA,
which is a Costa Rican ethanol supplier that imports ethanol tariff
free under the Caribbean Basin Initiative.

The subject of the memo is an auction to sell ethanol to BP in
Seattle. I would like to direct your attention to the first paragraph
on the second page, to the highlighted section, where it says, “We
ar?l prepared to stop bidding should the price drop below $1.38 per
gallon.”

In an industry as concentrated as the ethanol industry, would
such a memo raise concerns for the FTC?

Mr. Kovacic. Mr. Chairman, if you can give me just a bit of con-
text. This is a memo internal to the company that—is the recipient
another executive within the company?

Mr. OsE. LAICA is a competitor to Western Ethanol. And Mr.
Vind works for Western Ethanol. And Mr. Wolf works for LAICA.

M11:? KovAcic. So it is a memorandum from one rival to another
rival?

Mr. OSE. From Doug Vind with Western Ethanol to Herbert Wolf
with LAICA, saying, we are going to stop bidding—which is on the
sale to BP—if the price drops below $1.38.

Is that the kind of behavior that the FTC looks for in determin-
ing whether or not collusion or gouging is going on?
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Mr. Kovacic. If you will accept the general caveat that one al-
ways would like to see the fuller context. Ordinarily, when one sees
one competitor telling another competitor, “this is our bidding
strategy; this is how we will bid,” that is a very provocative docu-
ment.

Mr. OsE. Does this qualify as a provocative document?

Mr. Kovacic. If you will allow me the partial caveat that to
study it in more detail and to know more about the context would
be helpful.

Were I simply reading this in the abstract and I saw one rival
tell another rival, this is my bidding strategy, and this is how I will
bid, I would want to have a very good reason for why that was
said.

Mr. Ose. Well, you can see why I am so interested. On the floor
of the other body, we are debating a proposal by the majority lead-
er of the Senate to, frankly, legislatively embed a monopoly, and
we have got competitors who frankly are communicating with each
other.

And my question of you is, is this a provocative enough state-
ment or document to merit an investigation? And you are telling
me maybe?

Mr. KovaAcic. I would put it at a higher level than maybe.

I would say this is almost invariably the kind of statement that
would invite further inquiry.

Mr. OsE. How many such documents do you need?

Mr. KovaAcic. Quite often it is a single document that sets things
in motion.

Mr. OsE. Allison, give him the second document.

Document No. 2 on the screen is a memo written by Mr. Vind
from Regent International which is the parent company of Western
Ethanol, to a Mr. Bok at ADM. ADM, in this reference, is Archer
Daniels Midland, regarding a bid for ethanol out of France.

The “Man” referred to in the memo is apparently ED&F Man Al-
cohols, which is an ethanol supplier based in London. If you could
look at the second paragraph, the second sentence, which reads, “In
order to avoid a ’showdown’ or bidding contest, I agree to this re-
quest. Therefore, Man will be bidding on the 75,000 hl out of
France at a price of 5.02”—I presume that is French francs; it may
be European currency units—“I would suggest that ADM underbid
at a price of 4.85. This will serve as a safety net in the event that
Man’s bid is rejected”—and it says, “is rejected for any reason.”

Given the concentration in the ethanol industry, would such a
memo, indicating apparent cooperation among three ethanol suppli-
ers, be of concern to the FTC?

Mr. KovAcic. Yes.

Mr. OSE. Give him the third document. I am not running out of
documents, by the way.

Document No. 3 is a second memo from Vind to Bok regarding
another purchase of alcohol from the European Union, “This will
confirm that ADM will be bidding 5.90 ecu”—European currency
units—“on Spanish tender, and somewhat less, (say 5.75) on Italian
tender.

“I assume you have discussed with Man, and that all is OK.”
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Would such a history of cooperation among companies in a con-
centrated industry concern the FTC?

Mr. Kovacic. Yes.

Mr. OstE. Would a pattern of such cooperation going back several
years concern the FTC?

Mr. Kovacic. Yes.

Mr. OstE. Would you like the documents one by one or would you
like them in toto?

Mr. KovAcic. Any order you like, sir.

Mr. OsE. Allison, give him the binder. We are going to submit
these to you for your consideration. We would be happy to go
through them one by one with you.

[The information referred to follows:]
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LIST OF PLAYERS

1. Archer Daniels Midland
(ADM)

Decatur, Iliinois

Ed Harjehausen

2. ADM Ingredients

Kent, England

Dirk Bok

3. CBI Producers Group "Various Gasohol/Jamaica Ethanol
(JEPCO)/LAICA/Man/Petrojam/WPI
4. ED & F Man Alcohols London, England Jeff Tuite
5. European Union (DG VI) Brussels, Belgium | Rudy Van der=Stappen, Russell Mildon
and Alexander Tilgenkamp
6. Gasohol El Salvador Gerry Balzaretti Kriete
7. 10P Associates Gainesville, VA George Fitch
8. LAICA/Hogan & Co. Costa Rica Herbert Wolf/Tony Hogan
9. Petrojam Jamaica Byron Shirley
10. Regent International/ Brea, California/ Dick Vind
Western Ethanol Co. El Salvador Doug Vind
(WECY

Western Petroleum
Importers (WPI)
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Memo

To: Herbert Wolf
Fromx Doug Vind %%
pate: September 29, 2000

Pages: 2+3

re:  Sales Opportunity — REQUIRES IMMEDIATE ATTENTION / RESPONSE

Further to our telephone conversation of today, 1 am writing to inform you of the
details of a sales opportunity for LAICA’s anhydrous alcohol. In order to participate
in this opportunity, I must hear back from you by no later than close of business
on Tuesday October 2™,

British Petroleum (“BP") has scheduled an on-line reverse auction to be conducted
via the internet next week. They are requesting pre-qualified ethanol suppliers to bid
on supplying product into the Ohio and Washington State markets beginning
November 2000 and running through January 2001. We are interested in bidding to
supply a portion of the volume requested into Washington State. This Lot is broken
into partial supply percentages of 10,25,50 and 100%. The total volume requested
for Washington State is 8,600,000 galions over the 3 month period.

|_am_specifically recommending that LAICA consider committing to this reverse
auction the 38,000 HL it has scheduled to receive from FEurope. | believe this

feedstock will arrive Costa Rica sometime during the month of November and be
available for delivery into the US in December.

The delivery of denatured ethanol to BP into Washington State can only be made by
either Railcar or Barge. Direct deliveries of undenatured ethanol cannot be
accepted. For this reason, WEC is prepared to source railcars of domestic ethanol
in order to supplement the volume coming from LAICA. This would allow us to bid on
up to 25% of the requested volume, for a total of 2,400,000 gallons. We are also in
discussion with Man with regard to their participation for a small piece of this

business. .

181%
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{ expect that the winning bid for the 25% volume will be somewhere in the upper

31305 16 low $1.40's. We are prepared to stop bidding should the price drop below
r galion, As | mentioned above, the delivery mode into Washington State

$1.38
“aliows for only barge of railcar. In view of this, it will be necessary fo first discharge
and denature the imported ethanol. We then will schedule a barge to transport the
denatured ethanol to BP's terminal in Seattle. | am in the process of verifying the
barging, terminaling and denaturing costs but | have been given a range of $.03 -
$.04 per gallon. | should have this information on Monday.

| believe that the BP “Request for Quotation” presents a very good sales opportunil

for WCA’S anhydrous alcohol. However, in order to patticipate in the on-lfnz
auction, W_EC needs to receive LAICA's commitment to supply the 38,000 HL. We
must obtain LAICA’s commitment to this program by no later than close of

business next Tuesday.

For your guidance, | have enclosed a listing of the Lots to be included in the
Reverse Auction. As you will notice, we will be required to parficipate in a *Qualifying
Round” of bidding on Wednasday September 3%, This will enable us to move on to
the competitive bidding event scheduled for Friday September 5"

| greatly apgreciatg your presenting this proposal to your Board of Directors on
Monday. | will be in my office and be prepared fo answer any further guestions

regarding this matter.
Best regards,

Douglas/Vind

dPage?

18

L
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REGENT INTERNATIONAL

‘ Sent Via Fax

November 20, 1995

TO: . Dick Bok
ADM Ingredients

FROM: Dick Vind X @{}%
aga:
g

Finally received a phone cail from Tuite at 3:30 PM PDT USA. Jeff stated he had at last been successful
in talking to the Kriete’s and they have agreed to split the tender with us.

Jeff's only reservation was that Kriete insisted that Man be the purchaser of the tender. In order toavoida
“show down™ or bidding contest, I agreed to this request.

Therefore, Man will be bidding an the 75,000 hl out of France at a price of 5.02. I would suggest that
ADM underbid at a price of 4.85. This will serve as a safety net in the event Man’s bid is rejected for any
reason. As a reminder, bids are due in this Thursday, November 23.

‘With regards to the sharing, I made it explicitly clear to Jeff that we (ADM & Western) would be
purchasing the product FOB Port-la-Nouvelle from Man on a totally ransparent basis. We would then
assume responsibility for our own shipping _which presumably we would be able to coordinate jointly ini the

future.
1 would suggest you contact Tuite tomorrow at your convenience to confirm and request a signed
agreement between both parties in order to assure compliance with this accord.

Best rega.rds,h

P

910 £. BIRCH STREET « PO. BOX 1400 + BREA. CALIFORNIA 82622 » {714) §90-3333 » FAX: (714) 880.0418
22
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Date; June 17, 1996 /
To: Dick Bok via fax

From: Dick Vind

Subject: EU Wine Alcohol Tender-- Due date: June 24

This will confirm thgt ADM Vil be bidding 5.9 ecu on Spanish tender (194-96) and
somewhat less, (say 5. on Italian tender (195-96).

I assume you have discussed with Man, and that all is OK. Please call if this is not

the case.

Hope all is well.

Best regards,
T

Dick

cc: Doug Vind
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REGENT INTERNATIONAL

MEMORANDUM

Sent Via Fax
2177424-5978 March 18, 1992

TO: Ed Harjehausen
Archer Daniels Midland Co.

FROM: Doug Vind

Per our previous discussion, I have prepared a price and cost comparison
demonstrating the sensitivity of the proposed bid price opticns and the
resulting "out turned" finished ethanol costs FOB Acajulta, El Salvador.

FOB _COST CALCULATION

Bid Price (ECUs) 4.2 43 4.4
Per Hectolitex

Rid Price .2336 .2392 L2448
(3 per gallon)

Fobhing .1700 .1700 L1700
Ocean Freight (in) L1358 L1350 L1350
Inland Truck Freight (in) .0147 0147 L0147
Raw Material Cost .5533 .5589 L5645
Processing Costs _}@_ } _&2_5__ _3:8_59_
FOB Value Plant L9323 L9414 L9495
Inland Truck Freight (out) L0147 L0147 0147
FOB Cost Port (Acajulta)  .9480 L9381 9642

2819
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Page 2
Price & Cost Comparison

March 18, 1992

VALUE ADDED CALCULATION

Direct Costs L3450 L3475 .3500
Divided By FOB Val. Plant .9333 L9414 . 9495
Value Added 36.9% 36.97 36.92

Ed, as the previous example illustrates, a .l ECU per hectoliter change in our
bid price results in approximately a $.008 per gallon change in total FOR out
turned value. For purpeses of this analysis, I have targeted a value added
percentage of 36.9%Z. This percentage should be adjusted to reflect cur mutual
comfort level in order not to jeopardize duty free qualifications. As one
further observation, please note the diffarence between "processing costs" and
"direct costs". This difference results from customs guidelines limiting onl
certain types of costs as “direct" and applicable to the Value Added 7

calculation.
Recommendation: _In veviewing the three lots being offered by the EC for this
tender, I suggest we bid “competitively™ on lot number /7 and Submif lower
priced bids on lots /5 and /b as 'back up" bids in the event other potential
purchasers fail in their attempt to secure these two lots.

I recommend our bid pvice on lot number 77 should be 4.15 ECUs per hectoliter
I recommend our bid price on lots number 75 and 76 should be 4.10 ECUs per '

hectoliter each.

As you are aware, our bids must be formally submitted by Friday, March 20, 1992
It will, therefore, be necessary to communicate this pricing information éo you:.'
office in London by our close of business on Thursday.

Please give me a call with your recommendations after you have reviewed this

memo .

Regards,

2911



Jard

105

PETROJAM LIMITED

6 NARCLUS GARVEY DRIVE, RO, BOX 241, KINGETON, JANAICA
Cutde Addrwn: Fecznjacn 213F, Tal: (8043 ¥23-001 ans‘uﬂ.wmduuh Fux: (809) 923-5698

May 8, 1932

1OF Agsoglates ino,
418 Deporan Orive
cainsviiie, Virginia 22088

V.88,
ATTN: Mr. Gesrge Fléeh

Usar Sirs:

Aprii 30 Meet!na in Miami betwesn Rapresentatlves af Segant

18- 1
gnal And Fetirojam Tts

1 tried getting you &y phona to discuss your May 2  Jetter which
contained mabtars dissussad at tha sybjsct mesting. For purposes
of ciartfication, wa wish i $:ate i CONDIUSIORS ENAL Petrojsm

understopnd from the discussions:

Those wera:

The mseting was worthwhiie and conEtructive and estabe-
jishad & DAS!y FOr a relationsnip vased on  goopsratiaon,
trust and respect.

-

The proposai to form a couneli or formiil assoolation. of
CBI eshanc! producers was rajectss or khe basis that such
an assoclation wouid not ba mpproprizte at this tims,

> Agrasnent WRS rasored  wikh ragprd k-] odnneratto k-led
TMACESr s raldtad to tha EC tendere and sidding, .

« Each GBI producar wauld continus o maintain l&s In-
dgividual contact with the Commission,

+ More Informaticn was nesded re the status of Tropicang,
the GQATT negotliations, &ths xiteged 4.8 miiijon HL of
aleohol that may be availabie In furoo®, the amount o*
aicghot aveilabls to the €8 for tendering for 1883  ang
1954 and the 335 valus agded criterta raauirad on &icons:
imports into the U.8.A.

+ ¥ wlil continue 5 sharas information and coopsrate on
arexs of mutua! isterest on an informs. baals,

DIRBOTGRS: Cu.m Campde Noed daCasts (Ohftmand, Fermandy deBunit, ILF. ®onton mmvmx Kk Tesren,
Vincers Lawrenes, Morx Andim Nm&hrd. Crodfrey Tacking, Derisk Wiy

gBS5 £¥E S0ueql

QL7 WYrDAII4 T1IWL TH-80-3
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As < lzoussed, It was Potrajam’s position $hat [Sint repree
sentations ar Jjoint sommunigues 3shouid be avoldad, wxcedt .n
specifia arsas of mutusl Intorest where there waa the expilict
agreaement of each of the C8! producers.

we would suggest alse that any ceorrespondances Detwesn oursgives
bae limlited to the CB! producers 1@ aveld the gpoasipitity of
misunderstandinags or misinterpretations by others.

Petrajam 13 In tho process of sewsking furthsr Inrormation Ot some
of tha areas jdentificd durfag our mseting And we JOOK FOrwara to
sharing thls with you 243 we movs toward t2King & pos:ition on
them. In this regary, we JOOK fOrwara to recsiving data on tne

'35% valfue added criteria that DIiCKk Yind promised tg provads.

indaes a pleasuravie occassion meeting with both you and

it weS
reiatian-

Digk ¥ind ana we 100K FOrward to 8 mutually pensficial
shig In the futura,

YOUurs very truly,
PETROJAM LIMITED

FOR Fiay
Ethano! Coardinstar

BCsimp

Copy t0: Mr. A. Huogan - Mogan & Co.
Mr. R, Yind « Ragant Intj.

Sage ~if-

888§ £I0 @eo~O1 LT WYIOBLAL  ©1'81

2517

TE-E2-350
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ED & F MAN ALCOHOLS

FAX TRANSHISSION FORM

To Fegent Intermational Brea Fax No.
01017149900418
attn. Mr Dick Vind
From Jeffrey Tuite
Date 13th May 1993
Copy :
No. of pages to follow : -
El Salvador

On Tuesday evening I talked to the Rriets and here is what was

said.

gywarestﬂllmentomkeamdmﬁmﬁetsﬁas..lcamcﬂed

once yore against this. I said that Map would be able to offex

g compromisa whereln Men offered 1 million gallons when thier

plant was up and nuning. This

and they would By Fion Man amxd 1he aloohol wold be 1ied

équally by vind and Hogan, Idea.]_lyltwundbesx@dealwith@
%, Dext time arcund. In it was

£hat they did not interfere with these tenders.

The Kriete response was that they were still very nervous about
beirg outmancuvered and that we wauld block any alcohol for them
from the next rord of June/July tenders. I said that this was

not: the case and that if they could persnade the Comission to

call five lots next tize we would sippart them.

In summary Kelete is prepared to stay away from these tenders

if Man can guarantee that they will get 1.4 million gallons

fram these tenders on a straight sale besis, I said that 1 millien
gallons was more realistic. Toy Bogan is prepared to mke

a styaight sale ard fesls that this compits him less to Krite

am there is the point that Kriet may not get any alcobol to
return for one reason or ancther. My recomendaticn to you is

to make available a straight 500,000 gallons sale (preferrebly
750,000 1) nﬂnrt:strmgsamrfeeltmsmllmmthmgs

Segxr Quuy Lowsr Thames Street Tondon ELDIR 6DU
Tef 071285 3000 Telcx $85431 cormar ¢ Fax 071-338 (23
it iy Entasd R 207
A macrber of tn £ D& B idae e

FIHAVIV NVE PLLO 108 TLO IVE YEigl
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to do this. I already have Tony's

Can I please have your agreezent
bt ACs P Bord risk for this

agreement. Natiratly Men will secure
sale.

Italksdtoc@grgef‘itdzinsrussalstcdaymoissuffari:gw
usua) frustration one gets in Brusséls. He had little to add
to your fax of yesterday.

T will call yest latter when I get howe.

Best Regards L

5447
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/,»71 Podes: orn

-}
ED & FMANALC

To IOP Associates !
Fax No
N

.

att Mr George Fitch

From Jeffrey Tuite

Bate 21st Felwuary “94

oy & CBL Croup

[ No. of pages to follow @ +

Good Day

Very many thanks for yeur fax today.
A couple of comments without to mich thought.

Firstly it may suit us to take all the alechol at one go. It
seews that we can find encugh storage eithar in the Carikbean
cn:&zvpetomtmthebask.lmudsugg&stmtitmybe
possible at a Furgpean oil terminal to have the alechol
technically exported from the BC for GATT paorposes and held in
suspense in a customs fres zone but I can check on this. I Jnow

* that Byron bas identified some storage in the Caribbean ard we
locked at the Bahamas kut the price was extortionate. naturally it
would be better to try to negotiate the liftings between now and
July “95 from a cost point of vedw but we could make a gesture and
remove a good chunk straight away because we all probably want to
gear up for supplies for the rest of "84 anyway. We must also bear
in wind that we mist push for the normal sales in additien to the
3.5m. All in all we could have to ship 6m Hl in one year and that's
wity T"m convinced that Isyael will get Im at least.

Regarding the point on buying as a Group how do we operate the
pechanics of this ? Do we set up “CBI Group Europe Limited™
which makes a bid, is equally owned by all the players and has
subcontracts with each of the players to supply aleohol ? How
would such a company be furded ? Who would place the bords, we are
talking USD 95m ! The cost and fokbing cames to ancther USD 35m.
Theny there s finamcing ! This is only the 3.5 remember. I think
o company would consider funding the operation if invited at
of course on comercial terms. My opinion is that to have one

canpary to bid would be to transparent for the EC and would

Sugar Quay Lower Thames Sipaat London EC3R'SDU
Tel 071-285 3114 Telax 85431 snrmanc Fax 071-367 (724
Koz in Eapieed Na TR0
A pader of 0x E (O RF Men Gy
A drision of 1A F Moy Ligui Prectacas s

!

SHOLS
% o BYpiars Shive
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give them a_legal problem S0 we may have to go back to a e
of bidders or b: EE the usial way. Certainiy wﬂw
for interchangepility betweenm thast and West coast to

facilitate swapping etc. . ¥

Cartainly T thirk it™s vital to tie the deal up so that we do not
attract more Caribbean players into the business at the last

In terms of price the BV have to urderstand that the costs of this
@eranmwulbegreaterﬂﬁnammmlcostsazﬁmsmn
J.mpactmthepnce mtheotherhammad{olwedgeﬂmttheywlll
give us security of supply. Fartimatly, or unfortunatly,

on your veiw, we are in the pits of the US market at the mament and
this is propably a good time to negotiate the price based on the
arrent market and the idea of a formula would be difficuelt for us
+o work if the BU want lifting within say twelve months.

I™ afraid these are not constructive thoughts, ]ust: first thoughts
along obvicus lines and I will be back with more !

Incidently, it would be better to have the meeting with Camission
in the middle of the week ie 3rd March. This gives us more time to
travel, get organised and meet prior to the EUL

Best. Regards

3420
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REGENT INTERNATIONAL

Sent Via F

April 6, 1994

HEMORANDUM

TCO: DICK BOK
FROM: RICHARD VIND
SUBJECT: - CBI TENDERS

EEC

I appreciate your quick response. Giyen the pelitics in the EU,

I agree we should prepare "bids as uguall,

As mentioned in our conversation this AM, I will have price
information for you on or before April 14.

My travel plans now are to go to Europe the week of April 18.
Meetings in Brussels probably 198/20.

I will not know my exact travel plans until probably April 12 so
I will communicate my itinerary along with pricing information
prior to April 14 to your office.

Best regards,

D5

10 50 JRCH STRZET « 200 308 1500 « BREA, CALIFORNIS 92822 » [7H) §90.3353 » 78X: (784} $80-0218
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July 13,1898 DT e U T
Monday, July - Western Petroleum

| Importers Inc.

Fax

Tos Jeff Tuite From:  Doug Vind

Fax: 44-1-71.285-3855 Pages: 1

| had hoped to hear from you today regarding the situation that has developed in the
Northwest. You can imagine my surprise and disappointment today to leam that the
“deal” | have been discussing with you for the past several weeks involving the
shipment out of Costa Rica and Ei Salvador had already been concluded last week.
You can aiso imagine my embarrassment with my customer when | called them
today to firm up the fransaction only to leam that they had besn offered product
which | had been previously told was not availeble.

My current frustration with the recent sequence of events is matched only by the
humiliation of relying on what was indicated as timely and accurate information,
representing that information as fact, and having my credibility at risk when the

"facts” changed.

As you are aware, | have been actively working with your office in seeking a vessel
to accommodate the delivery of both parcels. Bacause the sale was 1o involve a
direct contract between Man and the customer, | revealed the targeted value for the
product to you for your concurrence, which you provided. Late last week | attempted
to reach you several times to discuss this matter but did not receive the benefit of a
retum call. As it turms out, you had already concluded this transactiony but elacted
not to inform me. A simple call would have saved me from looking foolish today.

At this point 1 need to reconfimn your commitment to providing the 900,000 galions
out of El Salvador in a joint shipment sometime on or after mid August. As | have
already actively represented this volume as available for delivery, | would prefer to
avoid a repeat of today’s confusion in the event you have made other unilateral

arrangements.

Additionally, | wish to discuss this entire situation with you in greater detail in order
to try and understand exactly how things got off track Please call me at your

soonest opportunity.

4795



113

Date: November 13, 1995
To: George Fitch
From: Dick Vind

Subje&: DGV “Doublespeak™

Please review the enclosed articles from a recent {October 20, 1995] issue of Agra Enrope Magazine,

This article ssems to completely refuts Alex’s comments made to us at our meeting of last week. Although
the lead paragraph is not easily readable b the fax machine “ate” it, what it says is that The
Commission is increasing the amount of compulsory distillation for this coming year [1995-96] versus last
year [1994.95] by 137,000 HL. Although small, it nonetheless is a definite & , and shows that the
total amount of alcohol to be distilled via compulsory distillation for the three primary countries of Italy,
Spain and France for this coming year will be a total of 5,400,000 HL.

It must be further noted that this year's total wine production for these thres countries is estimated to be
131,900,000 HL versus last year's 130,927,000 HL. With compulsory distillation being 4% of the total, if
you take the total EU wine production of 135,400,000, this means that a total of 6,216,000 HL will be

avatlable for EUstocks this coming year.

It is apparent that there will continue to be significant overproduction in the EU for years to come, in that
the Commission's efforts to reduce production have failed. -

On a related matter, | have reviewed your memo to the CBI group. Your suggestion on opening up future
tenders to avoid the GATT limits are troubling unless we couple it with some type Of end-use restriction.
This is because, as you £an also see from the second article, notwithstanding what Tuite said at the
meeting, it appears that the Brazilians will be back into the market in a big way next year. Unless we place
some type of restriction on end-use, they'll easily outbid us for the entire EU output.

What happened to our ¢nd-use language we discussed with Olsen last year?

T would appreciate your investigating these matters as soon as possible and giving me the benefit of your
thoughts. Also, I want to report the results of my mesting with the SENPA folks.

VY

ce T TwTE
7. Mosmu ;
E. j/l;/x‘/e.j 3741

&

P
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ADMINTERNATIONAL LTD

SUBSEARRY OF AACHER DIANIELS MIOUAND COMPANY
EXECUTVE OFFICES

TELELFAX
T0: Mr., Diek Visd FRMr G, Allen Andreas
Hegent InreTnatiomsl

DATE: 28th November 1991 FAY NO: 0101 71§ 950 0418

Dear Dick,

Arrangements for dimmer at 9.30 par. at L Garroche. &3 I}n:r Brack
Street have been confizxed for Toesday 3rd Decesber. I bm
dweited Dirk Bok to join Mr Vicente 20d us for the emm.

Dirk snd myself will west you st the Dorchaster at .08 for coskeails
and a AL wthanol we the

s near the Horel.

¥ Inok forward o ocur msaring sud working agein with you on this
sutasl apportunisy.

Bast ragarda,

€, ALLER ANUREAS

me’4A7 —(m/

3060
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REGENT INTERNATIONAL

MEMCRANDUM

217/424-5978 March 18, 1992

TO: Ed Harjshausen
Archer Daniels Midland Co.

FROM: Doug Vind

Per our previous discussicn, I have prepared a price and cost comparison
demenstrating the sensitivity of the proposed bid price options and the
tesulting “out turned' finished ethanol costs ¥OB Acajulta, El Salvador.

FOB_COST CALCULATION

Bid Price (ECUs) 4.2 4.3 4.4
Per Hectoliter

Bid Price L2336 2392 L2448
($ per gallon)

Fobbing L1700 L1700 L1700
Ocezn Freight (in) .1350 L1350 L1350
Inlznd Truck Freight (in) 0147 0147 .0147
Raw Material Cost .5533 .5589 . 56£5
Processing Costs 3@_ _Ji?i ﬁ%o—
FOB Value Plant .9333 L9414 L9495
Inland Truck Freight {out) .0147 L0147 -0147
FOB Cost Port (Acajulta) . 948D (8561 L9842
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Page 2
Price & Cost Comparison
March 18, 1892

VALUE ADDED CALCULATION

Direct Costs .3450 L3475 .3500
Divided By FOB Val. Plant .9333 G414 L9485
Value Added 36.97 36.97 36.97

Ed, as the previcus example illusfrates, a .l ECU per hectoliter change in our
bid price results in approximately a $.008 per gallon change inm total FOB out
turned value. For purposes of this analysis, I have targeted a value added
percentage of 36.97. This percentage should be adjusted to reflect our mutual
comfort level in order not to jecopardize duty free gqualifications. As one
further observation, please note the difference between "processing costs" and
“direct costs”. This difference results from customs guidelines limiting only
certain types of costs as "direct" and applicable to the Value Added

caleulation.

Recommendation: In reviewing the three lots being offered by the EC for this
tender, I suggest we bid "competitively” on lot number 77 and submit lower
priced bids on lots 75 and 76 as "back up" bids in the event other potantial
purchasers fail in their attempt to secure these two lots.

I recemmend our bid price on lot number 77 should be 4.15 ECUs per hectoliter.

I recommend our bid price on lots number 75 and 76 should be 4.10 ECUs per
hectoliter each.

As you are aware, our bids must be formally submitted by Friday, March 20, 1992,
It will, therefore, be necessary to nunicate this pricing information to your
office in London by our close of business on Thursday.

Please give me a call with your recommendations after you have reviewed this
memo .

Regards,

2911
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ATERRTION H ¥r ¥dward A, Harjehbausen

PROM . 2 Fhilippe Hesus

RE - H B.¢{ wine alcabol for ths cCaribbeans’

e.8.1.} .
e Terar to ot fax of il 2.

Earevith enclosed yen will find a draft of Letter of Intent

confirming the genaral gireement vutlined du.i.ng oy Reeting

piy chieago 3

As you will ooserve, Wt aruccnweneaznmtrm::nmtu
isation to.be obtained

£rom tha 2.0, tush;pﬂtmte_m to the Caribbsans, whlch

'rnc_mitas & forpal nodification to the conditions of the

tender imposing the uss in the R.C. only, as motor fuel,
For good oxder?s szke,] ve have alsy mentionsd a snbjent
garding the ag to reach with U-c. :‘agar:!ing the
eansellatioh of the balahoe of sur contrack wis
regards tha tne Union Carbids subject, we of course do oot
antm‘pabe 2 zTeal proble as busically it is the wish of
Union Carbide %o withdraw fxem this desl, for sevadel
intarral roagons.
!’he ¥.C, autherisacisn Might be xore diffiomit to ccb,Lava,
notwithstanding the fach that, thansk¥s to ocur lobby, ths
aftitnde of the respoveible officors seems pomitive. As a

: any
roghires  consmitationg of the Cogpmittee of  the
rebresentatives of the |Nenber States, the 2&sent of ths

ionmerf and, last but not lsast, the
of the I QA Garibbesn parties.
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PETROJAM LIMITED

96 MAXCUS GARVEY DRIVE, 2.0, 30X 241, KINGSTON, JAMAK,
Catie Adiress: Przojun 3119, Tol: (807) F21-631 13792247409 722-831 t‘u rw {BIR) A3-5598

May &, 1892

ICF Asgociates inc.

418 Peporan Drive
cainsviiia, Virginia 220886
Y.S. A,

ATT: Mr. Segrge Fiteh
Qanr Slrs:

- H April 30 Meeting in Mismi betweon Rapresentatives of Rsgant
International ang Pstrojam Limitsd

1 trisd getting you by phons to discuss your May 2 ietter wajeh
contalned matters diacussed 2t the subject meating. For purposas
af clarification, we wish to stats tha conclusiona that Petrojam
ungerstood from tha discussiony:

Those wera:

¢ The meeting was worthwn!is and constructive and astad-
tighed a basis for a relationship based on  gocparstion,
trust and respsct.

s Tha proposal to form a pounssll or formail asasclation of
CB! athano! producers was rajestsd op the basis that suen
an asagciation would not ba appropriste at his tims,

+ Agrsament was raacned with regsrd $o  cooperation on
matters related to tha EC tenders and bidding.

+ Emeh B sroducar weuld nontinus &3 maintala s ine
dividuyal contact with the Cormiasion,

+ Mars Information was nesdsd re the status of Tropicvany,
the GATT negotisntions, the wlieged 4.8 mitifen ML of
alcohol that may be availsdie in Eurcpe, the amount 04
slcuhol avallable to the £C for tendering for 1893 anyg
1984 and the 35X value acded ortteria regulred on aigonoi
imports intc the U.8.A,

+ Wa wlll continue £5 share information and cooperates on
areas of mutuxi interest on an informal bauls,

BIRECTORS: uunC}mde Notl &aoyra (Chaloman), Frrmando deboniee, 11T ®rntom (Musegingy, Kat Jane,
R . Wicert Eawsence, e Andiwe Rebhard, Godfioy Derking, Derrick White

geaw £26 6¢8*d1

251k

QLT WYrO3LIL TIiRY TE-EQ-30
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Ax disoussed, 1t was Potrafam's position that  joint repres
sentationa or joint communiquas 3houid be svoidsd, excest .n
speaific areas of mutyal interest whare there was she oxplict
agrsement of aach of the T8B! producers.

We would suggest also that any correspondsnts Datwesn Curssives
be [imited o the OBT  producers o avald the pOSsIBiiity of
misunderstandings or misinterprotations by others,

Petrojam i3 In the process OFf seoking turiher (iNrOrMation or sSome
of tha areas jdenti?icd during Qur moeting And wa 100K FOrwarg to
sharing this with you £3 we move tOward IAKINg & pOsition on
themn. in this ragard, we 00K fOrward (0 recaiving Jota on ne
35% value added Griteria tnat DIGK Vind promised to prov.de,

Pt was  indsed A DIe’sUraAble acoassion meating with both you and
Siok Ving &Nt we [O0K COrward Lo & mutusily bensfigial reistione
ship in the tuture,

Yours very truly,
PETROJAM LIMITED

jég;%$mwnw“‘

2
Eingnol Coardinator

BOS s

Lopy to: M. A. Hogan - Hogan & Co.
Mr. R. Vind < Regant inti,

Page wiiw

2517
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REGENT INTERNATIONAL

Sent Via Fax
011/3222308195

February 5, 1993

MEMORANDUM

TO: Jose Manuel Rodrigquez Molina

FROM: Dick vind

SUBJECT:+ Meeting of CBI Producers Group with A. Tflgenkamp
Re: Wine Alcohol

In anticipation of the upcoming meeting of the Committee and
Commission on February 17, and following on my personal meeting
with Tilgenkamp in El1 Salvador last Tuesday, it’s extremely
important that the CBI Producers Group (the four of us) meet with
Mr. Tilgenkamp prior to February 17. I am suggesting if at all
possible that we all meet on Tuesday, February 16, in Brussels.

Could you please do whatever you can to try to artrange this
meeting with Mr. Tilgenkamp for the 16th? Those persons
scheduled to attend would be myself, Jeff Tuite of Man Alcohols,
Tony Hogan representing Costa Rica and Byron Shirley representing

Petrojam.

I am still in the process of finalizing the preparation of the
letters and notes to Tilgenkamp. I should have these to you by
next Tuesday or Wednesday latest.

Meeting with Tilgenkamp is vitally important so we can schedule
details on 4.8 million issue as well as long term supply contract
which I linked together when I talked with him in El1 Salvador.

This meeting is very important to pre-empt a planned visit the
following week (February 24 and 25) by Ricardo Kriete, a Salvador
beverage distiller who evidently is working closely with Sofecia
to try to build a fuel ethanol plant at the Port of Acajutla, E1
Salvador. I can emphasize that this plant has not been built,
does not exist, and is only in the planning stages at this time.
We must prevent Kriete from bidding on any tenders unless or
until he can demonstrate that he truly has a plant at Acajutla.
He might try to convince Brussels that he can bid because he has

910 E. BIRCH STREET » PO. BOX 1400 = BREA. CALIFORNIA 92622 « (714) §90-3333 « FAX: (714) 990-0418

3785
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Page 2
Jose Manuel Rodricuez Molina
February 5, 1993

a dehydration plant in E1 Salvador. This is true, but it is very
small, only operates during Zafra (sugar cane season) (which is 2
1/2 months & year) and is located more than a three hour drive

from the Port.

One further important point I wish for you to think about:
Because so many people are contacting Brussels in speculation
about buying wine alcohol for plants they want to build, this is
having a very unsettling impact on the four existing Producers
who have not yet been able to purchase even their own minimum
required stocks., My idea is to present a concept to the EEC of
imposing a Moratorium on the sale of wine alcochol to any new
customers. The rationale being that there iz not enough alcohol
for their existing customers and further that there is a
significant possibility for potential reductions of supplies
under the preposed GATT treaty. In other words, the four plants
would have their allocations severely reduced angd any new plants
proposed could not rely upon sufficient feedstocks to guarantee

their economic viability.

Please give me your thoughts on this matter and let me know what
you are able to do as far as setting up a meeting with Tilgenkamp

for the 16th.
Best regards,

5

g

3756



E D & F MAN ALCOHOLS
FAX TRANSMISSION FTORHM
To Regent International Brea Fax No.
Q1017149900418
attn. Mr Dick Vind

Frem Jeffrey Tuite

Date 13th May 1893

No. of pages to follow @ —

E1 Salvador

On Tuesday evening I talked to the Rriets and here is what was
said.
meywazestﬂl}\entomxeabxdmﬁwsemﬁas.. I cagtioned
once more against this. I said that Man woald be able to offer
acmprmusemmmmnoffarailmuhongallmsmtmer
plant was up and numing. This would come from these tenders
axxitheymuldlxqﬁ‘mﬁanaxﬂﬂmealodmlmldbeaqphed
equanyl-quﬂarﬂHogan Ideallyxtmﬂdheswapdealmththen
the ethanol next time around. In rebun it was expected
that they did not interfere with these tenders.

The Kriete respornse was that they were still very nervous aboxt
being cutmancuvered and that we would hleck any alcobol for them
fram the next round of une/July tenders. I said that this was

ot the case and that if they could persuade the Comission to

call five lots next time we wouid suppart them.

In sumary Kriete is prepared to stay sway from these tenders

if Man can guararntee that they will get 1.4 million gallons
trmtbasetamasmastrmghtsalebasm. I said that 1 million
gallons was more realistic. Tony Hogan is meepared to meke

a straight sale ard feels that this comits him less to Rrite
and there is the point that Kriet may not get any alcohol to
return for one reason o another. My recomendation to you is

to make available a straight 500,000 gallons sale (preferrably
750,000 ) mﬂnztstrn‘gsarxilfealﬂusmllmerﬂtmngs

Suzar Quay Lower Thames Stmet Losdon ECIR €DU
Ted €71-385 3000 Toky 38331 Eneanc Pax 071-338 0623
Bapwured i Exgmd 8o 257907
A mowber w e §D & F Mas Grop

B N A et e
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Can I please have you agreement to do this, I already have Tomy™s
agreament. Natirally Man will secure ADM's P Bord risk for this

sale.

T talked to Gecrge Fitch in Brussels today who is suffering the
usual frustration one gets in Brussals. He had little to add
to your fax of yesterday.

I will call you latter when I get home.

Best Regards

5447
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REGENT INTERNATIONAL

May 13, 1993

Sent Via Fax

011/44718670774
MEMORANDUM
TO: Jeffrey Tuite
FROM: Dick vind =

I am in agreement with Hogan re: direct sale from Man to Kriete
for alcohol from May }p ‘tender.

Condition would be thaf’Kriete must have a plant at Acajutla in
operating condition prior to alcohol being delivered and that
this must be verified to our satisfaction.

Further, any "sale" must have iron-clad performance guarantees
from Kriete so that there can be no backlash resulting from the
sale of alcohol back to the EEC if Kriete fails to perform.

In addition, we must demand a Contract of Sale that would include
Kriete’s indemnification and warranties to Man and through Man to
Regent/ADM that the alcohol will be dehydrated in Fl1 Salvador for

fuel use and, further, that the alcohol will not be diverted for
any other purpose. And that Kriete will comply completely with
all of the provisions of the Tender Regulations as required by

the EEC.

This offer to sell should have an expiration date which I would
recommend should be not later than July 31, 1993 and, further,

that your, Man’s, (ADM/Regent) performance would be subject to

performance by EEC and the intervention agencies re: lifting of
alcohol on ‘a timely basis from May 18 tender.

In other words, Jeff, we don’t want to have to sell alcohol we
can’t get if for some reason AIMA fails to perform under the

tender agreement.

You can confirm to Kriete that we (Regent/ADM) will cooperate and
request that the upcoming June/July tender be split into more

910 E. BIRCH STREET « PO. BOX 1400 « BREA, CALIFORNIA 92622 « (714) 89043333 » FAX. (714) 990-0418
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Page 2
Jeffrey Tuite

May 13, 1993

lots to accommodate new dehydrators. Please also indicate to the
Krietefs that we will be willing to cooperate in other areas such
as fobbing and shipping as I had previously discussed in my
meeting with Ricardo Kriete in El Salvador.

Please keep me advised on any communication you might have on
this matter which is of utmost interest to me and the other

producers.
%

Best regards,

Nocele | ar

P.8. Please understand, and this is for your information, that
this deal will be subject to my convincing ADM and they will only
be convinced if Kriete/Man are able to provide the iron-clasd
performance guarantees mentioned above. This is a deal breaker
if the appropriate guarantees cannot be provided. I am sure you
understand my concern in this regard.

5445
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cc:  riten
“ Doug

REGENT INTERNATIONAL

EXTREMELY CONFIDENTIAL

October 13, 1993

MEXORANDUH
s
TO: JOSE MANUEL RODRIQUEZ MOLINA
FROM: DICK VIND
SUBJECT: U.S. DOMESTIC ETHANOL INDUSTRY REACTION

AND CONCERNS REGARDING POSSIBLE ISRAELI
WINE ALCOHOL PURCHASE

The Chairman of Archer Daniels Midland Company (ADM), Dwayne
Andreas, was contacted yesterday by the Chairman of Dreyfus
(parent company of SOFICIA) and notified that an Israeli company,
GODOT, was seeking "approval" of the U.S. domestic ethanol
industry to the proposed purchase by Israel of wine alcohol to
use in a proposed dehydration plant to be build in Israel.

The U.S. ethanol industry and, more importantly, the very
politically powerful U.S. National Corn Growers Association,
cannot agree to the sale of wine alcohol to be processed into
fuel ethanol in Israel for duty-free entry into the United
States. The reason is because the Israeli ethanol production
would not fall under the 7% limit governing the CBI ethanol
industry. In other words, Israel would have no limit and could
potentially flood the market in the U.S. with duty-free processed
wine alcohol.

The real problem would be the political backlash that would occur
in the U.S. whereby the entire offshore wine alcohol dehydration
industry could be destroyed if the Corn Growers were to reopen
this issue and demand congressional action.

»

910 E. BIRCH STREET » PO, BOX 14068 « BREA. CALIFORNIA 92622 » (714) 930-3333 « FAX: (714) 998-0418 4 ‘g
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To I0P Associates ! ’7

~,

Att Mr George Fitch

From Jeffrey Tuite

Date 21st Felguary "94

Copy CBI Groap
No. of pages to follow : +

Good Day

Very many tharks for your fax today.
A couple of caments without to much thought.

Firstly it may suit us to take all the alcchol at one go. It

seens that we can find enough storage either in the Caribbean
or&n:opetomatchthetask T would suggest that it may be
possible at a Ruropean oil terminal to have the alcohal
technically exported from the EC for GAIT puroses ard held in
suspense in a customs free zone ut I can ¢heck on this. I koow
that Byron has identified same storage in the Caribbean and we
locked at: the Bahamas but the price was extortionate, naturally it
would be better to try to negotiate the liftings between now and
July "95 fram a cost paint of veiw ut we could make a gesture and
remove a good chunk straight away because we all probably want to
gear up for supplies for the rest of “94 anyway. We must also bear
in mind that we must push for the rermal sales in addition to the
3.5m. All in all we could bave to ship ém Hl in one year argd that™s
why I'm convinced that Israel will get Im at least.

Regarding the point on huying as a Group how do we operate the
mechanics of this ? Do we set up "CBI Group Rurope Limited™
vwhich makes a bid, is equally owned by all the players and has
subcontracts with each of the playsrs to supply alochol ? Hew
would such a company be funded ? Who would place the konds, we are
talking USD 95m ! The cost and fokbing omes to ancther UsD 35m.
Then there™s financing ! This is only the 3.5 remember. I think
axr canpany woald consider furding the operation if invited mut
of course on comercial terms. My opinion is that to have one
conpany to bid would be to transparent for the BC and would

Sugar Quey Lower Thames Sieaat London ECHR 6DU
Tel 071285 3114 Tekx 885431 mDowan G Fax 0714670772
Regisurol n Ergland Mo 2407907
A oxwhee f S £ & E M S
A drvisionof B 1A F Mm Licusd Freurse 1
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give them a legal prublem so we may have to go back to a aoiple
of bidders or bidding in the usual way. Certainly we could push
for interchamebility between ¥ast coast amd West coast to
facilitate swapping etc..

Certainly I think it™s vital to tie the deal up so that we do not
attract more Caribbean players into the husiness at the last
mzmernt:.

In terms of price the FU have to understand that the costs of this
operation will be greater than our normal costs and this will
impast on the price. On the other hand we ackolwedge that they will
give us secmrity of supply. Fartimatly, or unfortunatly, dependirg
on your veiw, we are in the pits of the US market at the mament amd
this is prokebly a good time to negotiate the price basad on the
Grrrent market and the idea of a formula would be diffienlt for us
to work if the EU went lifting within say twelve months.

I"m afraid these are not canstructive thoughts, justfu’stﬁxou;hts
along obvious lines and I will be back with more |

Incidently, it would be better to have the meeting with Commission

in ths middle of the week ie 3rd March. This gives us more time to
travel, get crganised and meet prior to the EU.

Best Regards

3420
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REGENT INTERNATIONAL

Sent Via Fax

April 6, 1994

MEMORANDUM

TO: DICK BOK
FROM: RICHARD VIND
SUBJECT: - CBI TENDERS

£Eo

I appreciate your quick response. Given the politics in the EU,
I agree we should prepare "bids as usual".

As mentioned in ocur conversation this AM, I will have price
information for you on or before April 14.

My travel plans now are to go to Eurcpe the week of April 1s.
Meetings in Brussels probably 1%/20.

I will not know my exact travel plans until probably April 12 so
I will communicate my itinerary along with pricing information
prior to April 14 to your office.

Best regards,

%

910 Z. BIRCYH STRIZT » 20 30X 1400 « BREA. CALIFCRNLA 92622 « (718) 99043333 + FAX: (714) 990-9218
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international Business Advlsors

Lreorge B, Fitch
Preaidest

April 28 1954

TO: CBI ETHANOL GROUP
. RE: FROST FUELS PETI‘?ION-

At this moment, a decision is being made whetber to proceed more
.slowly or continue full speed ahead on the letter ru:!_lng. Sandra
Gethers, and perhaps some of her colleagues, along with Frost and
his attorpey are mecting in the office of John Simpson, Deputy
Assistant Secretary of Treasury. Eric Vaughn of the Renéwable
Fuels Association told me he knows Simpson arnd he will now call
him right away. Steve Urbanazyk of Williams & Connolly and ADM's
attorney:says he will immediately call Harvey Fox at U.S; Customs
and tell him not to make a decision until he has cavefully :
considered the contents of a letter he is drafting right] now and
will havé to him by COB today. (Sandva Gethers got our letter
this morhing and a faxed copy two days ago) F

: afterncon, Frost and his attorney will meet with Eric
\I;ggglz;nut‘isostensihly agk for the support of 1_:he NCGA & RFA, but I
suspect to propose a compromise wherelthey.wlll accept a cap of
24 miXlion gallons annually. Vaughn says if that happe‘ng he will
unequivocally reject any compromise. .

Vaughn is drafting a letter - unfortunately it hasn't been sent -
from the NCGA to the who's who in Washington, i.e. Senate leaders
Dole and Mitchell, House leaders Gephardt and Michael, several
Cabinet secretarijes, etc that says a favorable ruling would
destroy the fragile compromise between US industry and C8BT
ethancl producers as well as damage the CBI. {We should send
Tilgenkamp a copy of this letter, since he claims to so mindful
of the U.S5. indugtry's concernsg). - o

The letter from Willisms & Connolly will be multi-dimensionsal.
Besides hurting the CBI, it will also mention the BP ruling, .
cartain technical points from my letter, the simplistic nature of
molecular sieves, and conclude by requesting that Customs be more
deliberate and issue a notice for public comments. The letter
will go to George Weise, the Commissioner of Customs.

Rogers & Wells, who are representing Hogan & Co and I believe

E D & F Men will have letters out today to George Weise and
Harvey Fox mentioning the CBI ethanol compromise and how Congress
did not consider ethanol dehydration to be substantial ’

418 Debarah Drive » Gainesollle, Virglrita 22065 » Telephone (703) 347-5263 » FAX (703) 3454102
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transgformation. They will also call for a go slow approach since .
the ruling will have tremendous ramifications.

From discussions yesterday afternoon at a meeting with Urbanzyk
and vaughn, our strategy from this point on should be slightly
diverss - .to aveid appearing collusive. However, the objective
will be the same - either grant a notice for public comment or
rule against the petition. We will all seperately request a
formal meeting with Customs. In the meantime, since we -
according to the others - know the issue the best, we should keep
the pressure on Customs with snippets of information and letters.
This would include obtaining a letter from theszEU saying it
classifies alcohol, or the product referred to by Frost in his
position as xszzo7=.1o, a letter from us providing details on how
we would be damsged by having to give up 24 million gallons of
our feedstock, more reminders about misclassifying products in
unugual tariff categories. In other words, let Sandra Gethers
and her colleagues know we are their worst nightmare because we
are watching them very carefully and will pounce on any of their
missteps or actions blased towards the petitioner.

The others, Vaughn and Urbanzyk, as well as perhaps Rogers and
Wells will use their stronger political conmections and take the
political track to fixing this problem. Their job should be
easier since it looks like we are not up against the Israel lobby -
but up againgt a good-old-boy Texas connection, Secretary of
Treasury Lloyd Bentsen helping ocut some Texas ¢onstituents.

As socon as I know the results of the meating in Simpson's' office
as well &s the Frost meeting with vVaugh, I will be back to you.

There is another matter which requires your attention. The
attached .is a draft for a letter that Ricardo Kriete will try to
have the Pregident or Vice President of El Salvador sign and send .
forward. - Byron Shirley has been working to get government
officials over to Brussels and so perhaps does not need to send a
similax letter, However, the strategy should be the same -gat a
meeting with the Commissioners who signed the agrsement to give
Costa Rica 1.2 million HL, I think the Costa Rica/EU deal,
bananas for alccohol, et al, can be beneficial to the Group
because it will break the logjam.

/:L..-»'
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E D & F MAN ALCOHOLS

Hogan + o

To Petrojam Bthanol
Regent Irternaticnal Fax No
IOP Asscoiates

¥ Topy Hogan
Att Mr Byron Shirley

Messers Dick and Doug Vind
Mr George Fitch

From Jeffrey Tuite
pate 3rd May "4
Copy R
No. of pages to follow : +

The
-not 6th May.

EC Tenders ~ Decision Panding

A matter of great concern is that it appears there is a debate
within the DG™s concerning the levels of the last bids. There
is an aix of pessimism as to whether an award will re made.

It is necessary to send the Commission a defence of the bids.
T have mentioned the exchange rates, aleohol price and fright
rates relevent to the previous tender in Noverber "93 hat the
EC remain unconvinced, I also mentianed the loss of the Pacific
NW which happened after the last tender. If you can I suggest a
faxﬁmammatartn&%nbarstappmbymmw.
Meeting will now take place Tmwsday Sth May ard

Also of cuncern is that the Brazilian Embassy has been in contact
with the Comission expressing interest in alcchol. I thirk this is
because of the uncertainties at ADMA. With Fugaro in prisen and
Galli finding his way with his npew politica) masters there may be
no decision to sell the 1.6 M hl that was on the verge of being
conclidded a wesk ago so new the Brazilians are back to the EC.
Naturally I pointed out that nothing bad changed concerning our
arquments against sales to Brazil. I have rot been able to find
out specifically whos behind it except thats it™s “traders™.
It‘spmbablytoscontoammethatmhavegivenmwimrsmel
and are now turning thier attention to Brazil !

A1l the information that Gecxge Pitch provided on the Israel
mlinghasbeenpassaimﬁlger&znp.ﬂehasmdamomnmtother
than “Tsrael will have to prove its gualification kefore the XC

mﬁs Sugar Quay Lower Thamcs Sutel Loadoa ECIR DU
Tel 071-245 3114 Telex 385431 snhuiax o Fax 071-267 0774
Rexiomcent o Pxgincd Ne JSHTNT :
A omesbcr of e £ D & £ Sem Gaagp 3370
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WESTERN PETROLEUM IMPORTERS, INC.

RiciarDp B. ViNp bcc:  Doug
PRESIDENT Hogan
Fitch
Tuite
Bok
Molina

Sent Via Fax
011/32/22959252

May 3, 1994

Rudy Van der Stappen
Wine And Alcohols Division
DG VI

Dear Mr. Van der Stappen:

I have been advised that certain persons within DG VI have
expressed concern as to why CBI dehydrators have tendered bids
below the prices which were paid in last November. While T
cannot speak for the other bidders, I can pass on my information
which I feel will be helpful to you in analyzing the economics of
ethanol purchased for dehydration. I feel these facts more than
justify the reduced bid by ADM Ingredients on behalf of Western
Petroleum's El Salvador operation.

I. DEVALUATION OF DOLLAR

Since last November the dollar value has fallen as shown
below versus the three applicable correncies:

FF PESETA LIRE
November, 1993 5.9175 1.3920 1689.75
Today (May 3, 1994) 5.6200 1.3440 1588.50
Difference L2975 .048 101.25
% Drop 6.37% 3.44% 5.99%

Average percent drop in value of Dollar = 5.266%

910 E. BIRCH STREET + FO. BOX 1400 « BREA, CALIFORNIA 82822 + (714) 980-3333 « FAX. (714) 990.0418 5 48(:
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Page 2
Rudy Van der Stappen
May 3, 1994

IX. DROP IN U.8, DOMESTIC GASOLINE PRICES

As everyone knows, the value of a CBI dehydrator's end
product, fuel ethanol, is directly related to the U.S. gasoline
market. In our case, the main market for our finished products
out of E1 Salvador is Los Angeles. The following shows the
actual drop since November 1, 1993.

Average Price - Unleaded Gasoline

Los Angeles

November 1, 1993 $.6486
Today (5/3/94) .5661
Difference $.0825
% Drop 12.71%

III. LOSS QOF STATE OF WASHINGTON MARKET

Last month the Legislature passed and the Governor signed a
total repeal of the Washington State tax exemption. This
exemption was for $.368 per gallon. The vast majority of our
finished product was sold into this market. Now, with the loss
of this incentive, and because there are no oxygen mandate
seasons in place, nor will there be until next October, our sole
market is in the Gulf Coast (Houston area) where ethanol prices
are significantly lower than the former Washington prices. In
fact, prices in the Gulf are down more than $.40 per gallon over
prices in Washington just 30 days ago. This $.40 equals
approximately 7.5 ECUS PER HECTOLITRE!

When you compare our actual bids versus last November, they
are down on average about 12% or virtvally the same as the drop
in gasoline prices. As you can see, even with this modest price -
reduction, it does not come close to equaling the other
significant reductions in revenues and increased costs associated
with declining dollar and loss of tax incentives.

I hope this information will assist you and other Committee

members in evaluating our bids, In addition, I would like to
point ocut that as it specifically relates to El Salvador, the
actual tender document refers to the additional freight costs

5490
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Page 3
Rudy Van der Stappen

May 3, 1994

incurred by West Caribbean dehydrators. This must also be taken
inte account when our bids are compared, especially to East
Caribbean dehydrators whose ocean freight costs are more than .2
ECU per HC lower than West Coast freight rates.

If our bids are rejected, it would represent a severe financial
problem to my company. For this and the above reasons, I
respectfully reguest that our bids be accepted.

regards,

ichard B. Vind
Chairman & CEO

5491
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REGENT . INTERNATIONAL

ICHARD B. VIND
CHAIRMAN
CHIEP EXECUTIVE QFFICER

Sent Via Fax

January 26, 1995

Mr. Jeffrey Tuite
ED&F Man Alcchols
London, England

Dear Jeff: P

I will be traveling to El Salvador next week in order to
ascertain first hand the extent to which my competitor has
damaged and disrupted our business operations there.

You should be aware, that following our phone conversation of
last Friday, four additional calls were made from the Minister of
Economy to my El Salvador General Manager attempting to force us

to allow three Kriete employees into our plant.

This blatant attempt to use the Ministry to steal trade secrets
is repugnant, offensive and unprecedented.

I feel quite sorry that I was the one that recommended these
people to you as customers because it has evidently put a great
strain on what I had always felt was a good relationship between

you and me.

However, I will put my personal feelings aside in the spirit of
attempting to cooperate for the benefit of the CBI Producers
Group as a whole and for the benefit of my company, in
particular. Be assured, however, that I feel no reason to
cooperate to the benefit of The Krietes because it's obvious that

they have only my worst interests at heart.

54862
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Page 2 )
Jeff Tuite

January 26, 1995

In regard to the CBI Group, however, we must iry to present to be
VI a united front with relation to two key issues before us now:

1. How and when to allocate the 1,000,000 Hl (or 775,000 Hl if
Costa Rica is deducted) and;

2. the last date for export of this 1,000,008 HI.

My information indicates that if we each attempt to lobby on our
own behalf without some sort of a general agreement, then we
stand the possibility of DG VI "running for cover" because they
would then be forced to make a decision by themselves with five
competing interests. This is certainly a less than desirable
scenario.

Please give me your thoughts on this matter by return fax.

Sincerely,

P A
YA

R{ghard B. Vind
Chairman & CEO

bee: George Fitch

5464
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Date: November 13, 1995
To: (George Fitch
From: Dick Vind

Subject: DGVI “Deublespeak™

Please review the enclosed articles from a recent [October 20, 1995] issue of Agra Furope Magazine.

This article seems to completely refite Alex’s comments made to us at our meeting of last week. Although
the Jead paragraph is not easily readable because the fax machine “ate’ it, what it says is that The
Comunission is increasing the amount of compulsory distillation for this coming year [1995-96} versus last
year [1994-95] by 137,000 HL. Although small, it heless is 2 definite , and shows that the
total amount of alcohol to be distilled via compuisery distillation for the three primary countries of Italy,
Spain and France for this coming year will be a total of 5,400,000 HL.

Tt must be further noted that this year’s total wine preduction for these three countries is estimated to be
131,900,000 HI, versus iast year's 130,927,000 HL. With compulsory distillation being 3% of the total, if
you take the total EU wine production of 155,400,000, this means that a total of 6,216,000 HL will be

available for EUstocks this coming year.

It is apparent that there will continue to be significant overproduction in the EU for years to come, in that
the Commission’s efforts ta reduce prociuction have failed.

On a related matter, | have reviewed your memo to the CBI group. Your suggestion on opening up future
tenders to avoid the GATT limits are troubling unless we couple it with some type of end-use restriction.
This is because, as you can also see from the second article, notwithstanding what Tuite said at the
mesting, it appears that the Brazilians will be back into the market in a big way next year. Unless we place
some type of restriction on end-use, they'll easily outbid us for the entire EU output.

What happened to our end-use language we discussed with Olsen last year? -

I would appreciate your investigating these matters as soon as possible and giving me the benefit of your
thoughts, Alse, [ want to report the resuits of my meeting with the SENPA folks.

/Du_n < |

e T TE
T HOEAR
EB.Sh /m’z7
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REGENT INTERNATIONAL

Sent Via Fax

November 20, 1995

T0: . | Dick Bok
- ADM Ingredients
FROM: Dick Vind

(‘(".’@M
[6]

Finally received a phone call from Tuite at 3:30 PM PDT USA. Jeff stated he had at fast been successfil
in talking to the Kriete’s and they have agreed to split the tender with us,

Jeff's only reservation was that Kriete insisted :Sat Man be the purchaser of the tender. In order to avoid a
“show down™ or bidding contest, L agreed to this request.

Therefore, Mau will be bidding on the 75,000 hl out of France at a price of 5.02. I would suggest that
ADM underbid at a price of 4.85. This will serve as 2 safety net in the event Man’s bid is rejected for any
reason. As a reminder, bids are due in this Thursday, November 23.

With regards to the sharing, T made it explicitly clear to Jeff that we {(ADM & Western) would be
purchasing the product FOB Port-la-Nouvelle from Man on a totally transparent basis, We would then
assume responsibility for our own shipping which presumably we would be able to voordinate jointly in the
future.

1 would suggest you contact Tuits tomorrow at your conveniencs to confirm and request a signed
agreement between both parties in order to assure compliance with this accord.

Best regazds,_

e

310 &. BIRCH STREET « RO. BOX 1406 + BREA, CALIFORNIA 82822 « (714) §90-3333 » FAX: (714) 880-0418

220



144

REGENT INTERNATIONAL

Sent Via Fax

June 4, 1996

MEMORANDUM

TO: DIRK BOK

FROM: DICK VIND

It was a pleasure talking to you today. Iam glad your move was successful and hope you
are happy in your new environment.

As we discussed, it’s very important that you do everything reasonably within your power
to try to convince DG VI to issue a new tender prior to June 30, 1996, the end of this
GATT year. We have received conflicting views as to whether or not any product under-
lifted can be “rolled over™ to next year. We should not take the risk.

Notwithstanding what Rudy told you and me last month, it appears he is backing away
from his commitment to issue this tender, as evidently he is being pulled in too many
different directions by Jamaics, Costa Rica and El Salvador.

You will recall when we met with Alex that he was willing to have a new tender before the
end of June, but that the Italian quantity was suspect. George Fitch was in Rome last
Friday and confirmed with the EU’s Feoga people that in excess of one million Hl of EU
wine alcohol is in storage in Italy.

There remains approximately 500,000 Hl of under-lifted wine alcohol available to be
tendered within the quota during this GATT year. Please ask Jose Manuel to lobby Alex
and Rudy, along with all of the other members of the DG VI Wine Alcohol Management
Committee for a 500,000 Hl tender t6 be approved in the June 26 Management
Committee meeting. Tank locations can always be submitted later, but what is most
important is that the tender be approved prior to end of June, therefore, beating the GATT

deadline.

910 £. BIRCH STREET » PO. BOX 1400 « BREA. CALIFORNIA 92822 « (714) 99043333 » FAL: (714} D80-0418
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Page 2
Dirk Bok
June 4, 1996

Also, you should be advised that the forecast for the crop this year is very good.
Therefore, it should be incumbent upon DG VI to sell as much as possible prior 1o June
30, 1996 so as to avoid it becoming part of a huge surplus which they will be unabie to sell

next year.

1 also ask that you urge Jeff Tuite to lobby aggressively on this issue as well, as it will
reduce the competition which could well arise for the bidding on the existing tender.

Tell Jeff that we would ask that one-third of the tender go to El Salvador and two-thirds
to Jamaica, given the assumption that Costa Rica still will not bid because of the large
quantity still remaining to be processed from their special one million Hl tender. If Costa
Rica decides to bid, then we ask that the new tender be split 50/50 East-West.

As always, I appreciate your efforts.

Best regards,

Dick |

2187
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Date: June 17, 1996 /
To: Dick Bok via fax

From: Dick Vind

Subject: EU Wine Alcohol Tender-- Due date: June 24

This will confirm th@ll be bidding 5.9 ecu on Spanish tender (194-96) and
somewhat less, (say 3.75) on Italian tender (195-96).

I assume you have discussed with Man, and that all is OK. Please call if this is not
the case.

Hope all is well.
Best regards,
o~
”@L é /
Dick

cc: Doug Vind
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I O P Associates, Inc.

International Business Advisors

George B. Fitch
Presldent

October 16, 1996

TO: RVIND -
D VIND
1. EDMA:

Spoke with Lazzareschi. He said he's still waiting on Chiappone to
make a decision on the performance bond. Once he does, the contract can proceed
immediately. He suggested I ask Chiapppone to hurry it up. Chiappone wants a
peformance bond of L 140,000 per hi since he believes it could be denatured
outside of Europe. Lazzareschi will accept a performance bond of L 60,000 and
believes it should be denatured in Europe. (Our offer was 1.50,000).

Until I speak with Chiappone, [ won't know why Chiappone is ignering
EIMA's preference to have it denatured in Europe. However, this does provide you
with another option: denature outside of Europe. T'll contact Jeff and ask for his

preference.

I called Renata and told her that we would like her to attend the
mesting with EIMA to assess the location of the 300,000 hl which they will be
providing. I told her we were trying to speed things up. She said she would be in
Rome only on Tuesday and Wednesday of next week. However, she should be in
most of the following week.

2. RUDY:

T've not been able to talk to Rudy about Jamaica processing some of
your 100,000; expediting notification to SAV to release the alcohol; and the next
tender, i.e., 100,000 or 150,000. He's in London today and hopefully Jeff knows
about it, will see him, and raise the issue(s).

N
~

(%]

7.
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3. HERBERT:

Herbert said he had lunch with Rudy on Thursday and told him that he
could not agree to giving Jamaica all of the 150 until his board discussed and
approved it, which would be next Tuesday. He said the Board wants to colloborate
with the others, join a CBI Group and be unified. The Board will agree to the 5
points of the Brussels m.o.u. He said he has been trying to reach Jeff to have him
send a formal m.o.u. on these five points which LAICA would sign. He said he
could call Rudy and tell him to give all the 150 to Jamaica I told him it would
delay things too mwch, but if he is sincere, he must agree not to bid on the next
tender. He agreed. As one of the 5 points, he agreed to accept - after the next
tender - the old formula of 50-50 East and West. He said as soon as be gets a
formal m.o.u., he will present it to the Board to sign.

Byron Shirley and Petrojam are so vexed now with Herbert and LAICA,
1 doubt Petrojam will sign the m.o.u.

Regards,

[yb]

(&%)

~3
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by 3 A
E D & F MAN ALCOHOLS

FAX TRANSMISSION

To : Regent International
For : Messers Vind

e .

Fax Number

From H JelTrey Taoite

Tel H 44 1712853172
Fax H 44 171 2853655
Date : 30th Decamber '9§
Pages .

EU Ethanot

Foilowing our conversation 2 week ago I talked 10 Mr Balzarreti regarding the idea of
the Gasohol plant being sold to you. His comment was that it was an interesting idea.
He did not comment further. If you are serfous you should talk directly to him. Heis
quite prepared to toll process ethanol for you and to be competitive with LAICA.

Regarding the tanks in Acajutla, Balzaretti also thinks that they are overpriced but does
point out that to build that volume from aew including the land would cost something
. in the same region of the asking price. At least that was Gaschols’ experience he said

[ do think that there are possibilities to develop at least the ides of the toll processing
and hiring Gaschols” Acajutla tanks for your fead stock inports in the short to medium
term.

‘Herbert Wolf has been in contact and mentioned he had talked to you regarding the
upcoming allocations from the one lot available in Europe. Would you have any
objection to Man buying the fot and disbursing it to the interested partics ?

When can I expect the first sample of the ethanol for Europe !

1f we do not correspond prior to 315t December may we wish you all a good New Year
and may 1997 be a frujrful year, )

Kind Regards

Sugar Quay Lower Tlames Street Lando ECIR 6DU
Tel 0171-285 3114 Telex 835431 oFMAN G Fax 0171-367 0774
Legitcred i Enghead No 16978
A mccriser of S £.0 & F b Grarp -
4 vision of £ 0 & F Maw Liquid Frodac Lid 448}

100,700 JIV 1 TOK NVE gs3t §87 1200 Tv4 o0:%T 96, 2100
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WesTERN PETROLEUM IMPORTERS, Ixc.

Sent Via Fax

December 31, 1996

TO: JEFF TUITE
MAN ALCOHOLS

FROM: DICK VIND

RE: YOUR FAX - DECEMBER 30, 1996 Leg: S AP

We will pursue Gasohol arrangement. I will be in E] Salvador next week.

Regarding upcoming wine alcohol lot, we agree to Man buying the lot and
disbursing it to the three parties. We agree to a % allocation, i.e. 12,500 HI.

George Fitch will be in Europe beginning January 9 with samples in hand. He
will contact you.

Best regards and Happy New Year,

910 E. BIRCH STREET « PO. BOX 1400 « BREA, CALIFORNIA 92822 » (714) 990-3333 » FAX: (714) $90-0418
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I O P Associates, Inc.

International Business Advlsors

George B. Fitch
Prestdent

February 26, 1997

TO: R VIND
D VIND

RE: TELECON WITH TUITE
1. Jeff will try to reach you today.

2. Hell know by the end of this week about going to Salvador. He's got to be in
Jamaica sometime between March 10 - 14, and could go on to Salvador if it was
worthwhile. 1 said you thought it was worthwhile 8o as to (a) continue discussions
about the Kriete's leasing their facility (b) continue discussions about his buying
industrial alcobol from you, (c) discuss a common strategy for sharing EC wine
alcohol.

3. He did receive my brief on rutes of origin.

4. He believes his purchase from you of 1,200 T plus of industrial is for all intent
concluded.

5. He shared his thoughts on how Rudy viewed future sales to the CBI, which
were more skeptical than mine. 1 didn't tell him that T had just talked to Rudy, just
that I would give him 2 call and let him know if Rudy told me anything
substantially different than what Jeff believes.

6. He said he talked to Balzaretti Jast night and though not wild about the idea of
leasing, did not dismiss it and left it were he would discuss it with Ricardo.

7. He said he could help with Mexico, though did not know any of the distributors.
Presumably his help then would be to ask the Krietes for the name of their buyer

6048 Deborah Drlve » Galnesville, Virginia 22065 « Telephone (540) 347-5283 » FAX (540) 3494102

4333
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RETAINER AGREEMENT V\

This agreement made effective as of April 17, 1997 by and between LIGA
AGRICOLA INDUSTRIAL DE LA CANA DE AZUCAR (LAICA), GASOHOL
DE EL SALVADOR, WESTERN PETROLEUM IMPORTERS, PETROJAM,
JAMAICA ETHANOL PROCESSING CO., JAMAICA ALCOHOLS, hereinafter
referred to as the CBI Ethanol Producers Group ("GROUP") and GEORGE B.
FITCI—i, t/a IOP ASSOCIATES, hereinafter referred to as "CONSULTANT."

WHEREAS, the GROUP faces a severe problem with the attempt in the [J.S.
Congress to change the U.S. tax incentive for etlianol through HR. 161;

WHEREAS, the GROUP desires to act collectively to encourage the European
Union to tender a maximum amount of wine alcohol for the Caribbean Basin and
has agreed on a formula for the distribution of such alcohol to individual members;

WI—LEREAS, the GROUP desires to act collectively to encourage the European
Union to remedy the GATT restriction on exports of wine alcohol;

WHEREAS, the GROUP desires to engage the CONSULTANT because of his
knowledge and previous work on these issues;

THEREFORE, for valuable consideration acknowledged by execution of this
" Agreement, the GROUP and CONSULTANT hereby agree as follows:

- 1. CONSULTANT shall implement a strategy to supplement the efforts of the
Renewable Fuels Association(RFA), and any lobbyist the Group might engage, to
prevent the passage of H.R.161 by:

(i) lobbying members of the Subcommittee on Trade of the House Ways
& Means Committee as well as the Administration;

(i1) co-ordinating the efforts of government officials, i.e. ambassadors, of
the Group member countries in lobbying the U.S. Congress and Administration,
whxch would include preparing briefing papers and talking points for such officials;

. (iii) responding to further requests for assistance as they arise by the RFA.

N CONSULTANT shall encourage the European Union, principally DG6,
DG1 and DG8 to tender as much surplus wine alcohol to the Caribbean Basin it a
timely and consistent manner, which is derived from 1996 by-product distiliation

- and the transfer of approximately 1 million hectoliters from EIMA.

L]
TN
~J
(&
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L. CONSULTANT shall encourage and assist EU officials to seek and adopt
a solution to the GATT problem, having previously identified several solutions. As
required, CONSULTANT will work with government officials of the countries of

the Group members.
CONSULTANT shall be compensated-as follows:

1. Consultant shall receive a retainer of $6,000 per month, inclusive of
administrative and communication expenses, from the Group; i.e, $1,000 from each
of six members; payable $12,000 immediately and $6,000 on June 17, 1997 and on
the same date of each month thereafter through September 17, 1997.

1. Consultant shall be re-imbursed for travel expenses, which is anticipated
to consist of two trips to Brussels at an estimated cost of $4,500 per trip, the first of
which is likely to occur in May when the EU receives written notification from
EIMA that approximately 1 million hectoliters has been transferred. Actual travel
expenses incurred shall be submitted for payment with the next monthly invoice for
the retainer fee. Any additional trgvel which may be required shall require the pre
approval of thedesignated member of the Group, Jeffrey Tuite.

This AGREEMENT shall be fora period of six months and each party indicated
below has caused it to be executed:

LAICA ’ ~ PETROIAM
By: ) i - By:

Gasohot de El Salvador ~ Jamaica Ethanol Processing Co

By: By:
Western Petroleum Imﬁ;)rtérs Jamaica Alcohols Ltd.
By:_ By:

7 [OP Associates

By:

Y
[N

-~
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I O P Associates, Inc.

International Business Advisors

George B. Fitch
President

July 16, 1997

Mr. Jeffrey Tuite

ED & F Man Alcohols
Sugar Quay

London, England

Dear Jeff:

1 spoke with Dick last night after our conversation and he agrees that the two of
you should meet as soon as possible to spend "quality" time to not only discuss but
reach agreement on several issues. From his side, the issues will be: (1) finalizing
the contract to buy your alcohol to sell Pollock, although this could be concluded
before the meeting: (2) bow to work together to sell his T-2 alcohol to European
spirits producers for at least the next two years; (3) a joint venture for his operation
in El Salvador and quota of EC alcohol; (4) the purchase and re-sale of the EIMA
150,000 hl if it comes about and what more can be done to bring it about. I have
asked Dick to elaborate on these issues, and any others he might have, for your
review before the meeting. [ told him that you would identify issues you wish to
raise so between the two an agenda can be established to make the meeting as
productive as possible.

1 told him that you would be in a better position after Monday to discuss #2 above,
5o the meeting should be soon thereafter, i.e., Tuesday or Wednesday and be held as
you prefer in New York. Tf you both desire, I can attend the meeting. You might
decide that you woukl like to use me to assist in any of the issues the two of you

agree to.

Bestregards,

//a,i/c//
rge Fitch

cc: Dick Vind

47939

6048 Deborah Drive » Galnesolile, Virginia 22065 < Telaphone (540) 347-5263 « FAX (540) 3484102
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Mr. Jeffrey Tuite

ED & F Man Alcohols
Sugar Quay

London, England

Dear Jefll
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WESTERN PETROLEUM IMPORTERS, INC.

George Fitch has relayed to me your agreement 1o meet sometime next week (preferably in New
York) to discuss a variety of issues of mutual interest to us both.

He recommends that we prepare an agenda, so we can be best prepared to discuss these matters.
Here are the matters I would like to discuss in detail with you:

1. Finalizing the contract re: purchase by Man of our current alcohol production from El
Salvador into the brandy and/or industrial alcohal markets.

2. The sale by Man to WPI of a quantity of T-2 GNS for delivery to Allied
on a short term basis, leading to the creation of a long term contract to
supply Allied with T-2 GNS from El Salvador.

123

. Establishing a joint marketing relationship for Man to distribute our El

Salvador (NS production within the U.K. and elsewhere in Europe.

4

. Creating a joint venture between Man and WPI on onr El Salvador

distilling, terminalling and marketing operations , which could include the

joint market
WPI has an

o

from Haly.

=

......... and, any other

ing of ADM GNS throughout Central America for which
exclusive arrangement.

Formalizing an agreement on the purchase and resale of EIMA alcohol

Joint Marketing efforts on fuel ethanol production from the CBL

matters which could be of mutual interest and benefit.

Please let me know your schedule and availability, and I'll coordinate with you.

Best regards,

Y

Dick Vind

ce: George Fitch

910 E. BIRCH STREET «

PO. BOX 1400 « BREA. CALIFORNIA 92622 -« (714) 9803333 » fAX: (714) 950-0418

2048
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December 28, 1887 ;

_ Mr. Dirk Bok @ ADM BIOPRODUCTS *

ADM Ingredients

Eibewig 125
3188 LC Europort
Tha Nethariands

Dear Mr, Bok:

LAICA iz a qualified CBI athanol dehydrator located in Punta

Morales, Costa Rica

This shall serve as confirmation that LAICA agress fo process
hydrous wine alcohol purchased by ADM from the European Uiniori
intervention agencies into finished anhydrous ethanol for sale In
the United Stales as motor fuel, according fo EU regulations
goverming the sale of wine alcoho for dehydration In the Caribbean

Sincerely, N

MHerbert Wo!f Bebout
Export

Lige Agricola Indurtrial de le Cafin dé Axdenr

A

~

— EU

Hree

‘Fel.z 1506) A57-9T11 Fuxc (506} A3L-THI6 Apde.: 2330 - 1000 finx Josd, Crate Rlca

5732



157

s;: , L.O.P. Associates

13 Main Street Intermational Business Advisors Phone 540-347-5283
Wasrenton, Virginia Fax 540-349-4102
20186 iop@mnsine.com
FAX MESSAGE
March 5, 1998

TO: CBI ETHANOL PRODUCERS GROUP

Jeffrey Tuite - Man Alcobols Herbert Wolf - LAICA
Byron Shirley - Petrojam - Gerry Balzaretti - Gasohol
Dick Vind - WPI

i) N ing:

The Group agreed to the following, with regard to:

1. Lobbying HR 2175 - extension of ethano! subsidy to 2007, Group members will alert
bassadors in Washington that I will be contacting them. By Friday, I will provide you with .
talking points to usc in your request for assistance from your ambassadors,

2. Couatribution to California effort. Group members tertatively agread to contribute
$5,000 each to a fund to a hirc a California public relations firm to lobby for the ethanol bill
before the California legislature. See attached from Doug Vind.

3. Joint marketing program. Group agreed 1o consider pooling a certain amount of ethanol
for a collective sale to a certain customer. Doug Vind will pursue identifying the best customer
in the best marketplace and the amount to be pooled for this customer. With regard to joint
marketing of wine alcohol, Jeff Tuite will develop a cost formula for equitably sharing the
different fobbing costs from different tenders, so that the cost of fobbing to each member will be
the same, regardless of origin.

4. Member’s share of wine gléochel. Members present re-affirmed the formula for
distributing wine alcohol armongst themseives. Jeff Tuite and, if necessary, George Fitch will
consult with Gaschel to get their concurrence.

5. EU tenders. George Fitch will step up efforts to secure another tender of 400,000 to
500,000 hl in jate April/May and then a tender of as much as possible of the 700,000 kt of
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“HEIMA surplus” in late June/July; such efforts to include a visit with Mildon and Rudy in April,
where he will also raise the issue of extending the destination restrictions to include CRI internal

markets. He will also explore mounting a campaign to discourage DG6 from seiling up to-
. 400,000t for industrial uses in Europe.
6. EIMA. Rather than continue to hope that EIMA will sventually be desperate and tender
10 the CBI at the low price of 10,000 lira/hl, Group members will now consider whether to. getin
the industrial aloohol busincss and pay 30,000 lira/h] to EIMA. Jeff Tuite is to inform the
Group, after a visit to Sweden, what are the market prospscts for selling industrial alcoboi in

Sweden, and perhaps elsewhere.

Regards,

[ ]

.
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Western Petroleurn .
Importers Inc.

Monday, July 13,1998

Fax

To: Jeff Tuite From: Doug Vind

Fax: 44-1-71-285-3855 Pages: 1

| had hoped to hear from you today regarding the situation that has developed in the
Northwest. You can imagine my surprise and disappointment today to leam that the
“deal” | have been discussing with you for the past several weeks involving the
shipment out of Costa Rica and El Salvador had already been concluded last week.
You can also imagine my embarrassment with my customer when | called them
today to firm up the transaction only to learn that they had been offered product
which | had been previously told was not available.

My current frustration with the recent sequence of events is matched only by the
humiliation of relying on what was indicated as timely and accurate information,
representing that information as fact, and having my credibility at risk when the
“facts” changed.

As you are aware, | have been actively working with your office in seeking a vessel
to accommodate the delivery of both parcels. Because the sale was to involve a
direct contract between Man and the customer, |